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This open access book delivers a much-needed analysis of the interplay between
the EU’s financial constitution and European integration.

The economic rescue package NextGenerationEU has multiplied the EU’s
financial volume and thereby raised the question of the state of European integra-
tion anew. This open access book ‘follows the money’ and surveys the financial
constitution of European integration from the perspective of law, political economy,
and history.

Structured into three thematic parts, the book focuses on past and present
developments of the fiscal structure of the EU as well as potential future outcomes.
It raises an array of questions that are answered from different disciplinary perspec-
tives and through the eyes of academia and practice: Can underlying design
flaws of the European Monetary Union be identified? What about the legality
and the economic implications of the innovative policy-making at the EU level in
response to the COVID-19 pandemic? What do these reflections on the EU finan-
cial constitution reveal about the development of European integration as a whole?
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Introduction

‘Follow the Money!’

RUTH WEBER

1. “Too Small, Too Big — Follow the Money!’

The ‘first really significant push for integration since Maastricht’! - this is how
the German philosopher Jiirgen Habermas commented on the decision to issue
common European debts in 2020. The recovery fund NextGenerationEU (NGEU)
was set to cope with the economic consequences of the Covid-19 pandemic. With
it, the European Union’s financial volume has multiplied. Ten years ago, when
Habermas discussed European integration with the politician Joschka Fischer
(Greens), the legal scholar Christian Calliess and the economist Henrik Enderlein,
the latter replied to the question of whether Europe is far too big in the details and
far too small in the bigger picture: “Too small and too big: an economist would
always say “Follow the money!™? In effect, the budgetary power would always be
decisive.

From the perspectives of financial, fiscal and also budgetary law, NGEU adds
an entirely new dimension to the question of European integration. Which legal
problems does this development cause? How should it be contextualised politically,
economically and historically? Will it lead to new ‘constitutional controversies™
making a reassessment of the basics of EU law necessary? These questions give
reason to examine and discuss the state of European integration in view of its

!Jiirgen Habermas, ‘30 Jahre danach: Die zweite Chance. Merkels europapolitische Kehrtwende und
der innerdeutsche Vereinigungsprozess’ (2020) 9 Blitter fiir deutsche und internationale Politik 41, 42;
original wording: ‘Der Entschluss zur gemeinsamen européischen Schuldenaufnahme, der erst durch
das Ausscheiden Grofibritanniens moglich geworden ist, konnte den seit Maastricht ersten wirklich
bedeutenden Integrationsschub einleiten’

2Jirgen Habermas et al, ‘Europa und die neue Deutsche Frage: Ein Gesprich mit Jiirgen
Habermas, Joschka Fischer, Henrik Enderlein und Christian Calliess’ (2011) 5 Bldtter fiir deutsche
und internationale Politik 45, 62; original wording: ‘Zu klein und zu grof3: Der Okonom wiirde immer
sagen “Follow the money!” in response to the question ‘Ist Europa nicht im Kleinen viel zu grofl und
im Groflen viel zu klein?’

3 See Maximilian Steinbeis, ‘Follow the Money’ (Verfassungsblog, 10 June 2022) https://verfassungsblog.
de/follow-the-money, who speaks of ‘much-needed constitutional controversies’ to overcome
‘Euroscepticism’


https://verfassungsblog.de/follow-the-money
https://verfassungsblog.de/follow-the-money

2 Ruth Weber

financial constitution. The approach of this book is ‘financial’ as it deals with
various aspects of EU financing, and finances within the EU. The term ‘constitution’
is employed in a broad sense. Its point of reference is ‘European integration’
and thus an ongoing process. Hence, the interplay between the EU’s financial
constitution and European integration is the focal point of this book.

What does it mean when the financial volume distributed at the EU level
becomes increasingly bigger? Does more money also mean more power — and
what implications does this have on democratic control? Modern statehood is
characterised by the fact that budgetary powers are subject to democratic decision-
making. The fact that ‘money is the nerve of all things’ has been reflected since
antiquity in the proverbial phrase pecunia nervus rerum. As Michael Stolleis
illustrates in a book of the same name, the phrase gained enormous popularity
from the sixteenth and seventeenth centuries onwards. He suspects it to be ‘an
essential point of the self-understanding of the time* Rerum was also replaced
by belli (‘of war’) during this period. The increased financial needs caused by
wars constituted a basic problem that conditioned the emergence of modern state
finances in the early modern period.” The question of who has budgetary power
is essential for the emergence of nation states and modern democracies. Thus, the
slogan ‘no taxation without representation’” epitomises the discontent over the lack
of representation in the British Parliament of settlers on the American continent,
despite the levying of taxes, which eventually led to American independence and
its democratic constitution. In the English-speaking world, the phrase ‘power of
the purse’ has also emerged, suggesting budgetary power is a crucial expression
of power of Parliament. In the German discourse, one often encounters the
phrase that budgetary power is the ‘royal right’ (Konigsrecht) of Parliament. All of
these expressions reflect the importance of the question of budgetary power for
democracy.® Moreover, it is a recurring argumentative figure in court decisions,
especially in constitutional courts. For the Bundesverfassungsgericht (German
Federal Constitutional Court), it is the ‘overall responsibility, with sufficient
political discretion regarding revenue and expenditure” that is one of the most

*Michael Stolleis, Pecunia nervus rerum: Zur Staatsfinanzierung in der friihen Neuzeit (Frankfurt am
Main, Klostermann, 1983) 65: ‘Im 16. und 17. Jahrhundert gewannen die Sétze “pecunia nervus rerum”
und “pecunia nervus belli” eine solche Beliebtheit, dafl man vermuten darf, hier einen wesentlichen
Punkt des Selbstverstandnisses der Zeit gefunden zu haben’

®ibid 70; also see Michael Stolleis, “Pecunia nervus rerum” - Die Finanzfrage in der deutschen
Staatsrasonliteratur des 17. Jahrhunderts’ in Aldo De Maddalena and Hermann Kellenbenz (eds),
Finanzen und Staatsrdson in Italien und Deutschland in der friihen Neuzeit (Berlin, Duncker &
Humblot, 1992) 21-36; Charles Tilly, Coercion, Capital and European States, AD 990-1992 (Oxford,
Wiley-Blackwell, 1993) 87-91; Linda Colley, The Gun, the Ship and the Pen. Warfare, Constitution and
the Making of the Modern World (London, Liveright Publishing Corporation, 2021) 25-34.

6 References to these expressions can also be found several times in this volume, see the chapters by
Pdivi Leino-Sandberg (ch 8), Frank Schorkopf (ch 10), Bruno De Witte (ch 11) and Luuk van Middelaar
(ch 12).

7See BVerfGE 123, 267, para 256: ‘What is decisive, however, is that the overall responsibility,
with sufficient political discretion regarding revenue and expenditure, can still rest with the German
Bundestag’
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important reservations of the national legal order.® After all, many essential
political disputes are an expression of either public expenditure or revenue, or the
link between these.

2. An Ever-Transforming Financial Constitution
of European Integration

NGEU reveals key questions regarding the state of the budgetary powers in the
multi-level system of the European Union and of the ‘financial constitution of
European integration. The economic crisis triggered by the Covid-19 pandemic
outbreak provided the impetus for the creation of NGEU. Based on a Franco-
German proposal by the German chancellor Angela Merkel and the French
president Emmanuel Macron, the European Commission led by Ursula von der
Leyen launched the proposal to establish NGEU. On 21 July 2020, the 27 EU heads
of state and government in the European Council agreed on a fund that differed
from the Commission’s proposal only in its details. The fund comprised €750 billion,
of which €390 billion were to be grants and €360 billion loans.” Above all, the main
novelty is the fact that the EU itself is issuing bonds on a large scale which are to
be paid for by the EU through additional revenues in the period from 2028-58.
Where this revenue will come from - whether from own EU taxes or by increasing
the member states’ contributions - has not yet been clarified.

The EU Recovery and Resilience Instrument (EURI) sets up the general
distribution regime.!® Most of the reconstruction fund is disbursed through a
new Reconstruction and Resilience Facility (RRF), and the remainder through
existing programmes (ReactEU, Horizon Europe, InvestEU, Rural Development,
Just Transition Fund, RescEU).!! Whereas Article 175 of the Treaty on the
Functioning of the European Union (TFEU) is pronounced as the legal basis for
the RRE Article 122 TFEU serves as the legal basis for EURL Article 122 TFEU
enables the Council to act without a parliamentary veto.'?

The allocation key for the money was based on unemployment rates for
the distribution in 2021-22, and the total loss in GDP between 2020 and 2022

8See also BVerfGE 129, 124; 132, 195; 135, 317; 142, 123; 146, 216; 151, 202; 154, 17.
°The prices indicated in this text are the initial 2018 prices. They have increased due to inflation
since then.

19Council Regulation (EU) 2020/2094 establishing a European Union Recovery Instrument to
support the recovery in the aftermath of the COVID-19 crisis [2020] OJ L1433/23.

For an overview see European Commission, ‘Recovery and Resilience Facility’ (European
Commission ~ Website)  https://commission.europa.eu/business-economy-euro/economic-recovery/
recovery-and-resilience-facility_en; for further details see the chapters by Alberto de Gregorio Merino
(ch 5), Claudia Wutscher (ch 6) and Francesco Martucci (ch 7) in this volume.

12This point is highlighted and treated by several contributions to this volume, see Matthias Ruffert
(epilogue), Alberto de Gregorio Merino (ch 5), Péivi Leino-Sandberg (ch 8), Frank Schorkopf (ch 10)
and Bruno De Witte (ch 11).
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for the distribution in 2023. Furthermore, the allocation of money is linked
to reforms. In order for the Commission to review these, member states must
submit their national plans to it. The review criteria correspond to Country-
Specific Recommendations (CSRs) from the European Semester, referring to
growth potential, job creation, economic and social resilience, and the green and
digital transitions. The payment requests are then decided on by the Council by a
qualified majority. Additionally, there is an emergency brake mechanism for the
effective use of the funds in the Council, which implies that the control does not
lie solely with the Commission.'?

The Russian war of aggression against Ukraine has shifted the focus to
defence policy, inflation and the energy crisis. Consequently, the Commission
developed the REPowerEU strategy, according to which the EU aims to be more
independent of fossil fuels, especially from Russia, by 2030. In February 2023,
the Council and the European Parliament approved that money from NGEU can
be used to finance the REPowerEU programme.'* Although the NGEU funds
were originally earmarked for a strictly limited one-oft situation, they are now
being channelled into more recent crisis-related programmes. As a reaction
to these unexpected events, the use of NGEU funds has been diversified, lead-
ing to an even broader impact of NGEU. However, this modification remains
controversial. In crises, decisions with major implications for public budgets
are often taken in a limited amount of time. This poses numerous challenges to
democratic decision-making, which are compounded by the multi-level system.
The recent developments — marked by the Covid-19 pandemic and subsequently
the war in Ukraine - show that the financial constitution of European integration
is transforming significantly.

The new legal instrument NGEU in particular has already given rise to
discussion in legal literature. Through its combination of great topicality and
novelty, NGEU triggers legal questions that have not yet been resolved. Some
commentators emphasise the legal creativity!> and the transformative character
of the reconstruction fund.!® However, there is no consensus on whether the
instrument is compatible with EU law. While some find that the limits of legal

13See the chapters by Claire Mongouachon (ch 3), Thomas Biebricher (ch 4), Alberto de Gregorio
Merino (ch 5), Péivi Leino-Sandberg (ch 8) and Frank Schorkopf (ch 10) in this volume for further
details.

14 Regulation (EU) 2023/435 of the European Parliament and of the Council amending Regulation
(EU) 2021/241 as regards REPowerEU chapters in recovery and resilience plans and amending
Regulations (EU) No 1303/2013, (EU) 2021/1060 and (EU) 2021/1755, and Directive 2003/87/EC
[2023] OJ L63/1.

15Frank Schorkopf, ‘Die Européische Union auf dem Weg zur Fiskalunion: Integrationsfortschritt
durch den Rechtsrahmen des Sonderhaushalts “Next Generation EU” (2020) 73 Neue Juristische
Wochenschrift 3085, 3087.

16 Martin Nettesheim, “Next Generation EU”: Die Transformation der EU-Finanzverfassung’ (2020)
145 Archiv des dffentlichen Recht 381; Hanno Kube and Frank Schorkopf, ‘Strukturveranderungen der
Wirtschafts- und Wahrungsunion: Normativer Grund der Legitimation und Akzeptanz’ (2021) 21
Neue Juristische Wochenschrift 1650.
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interpretation were adhered to,!” others express concerns.!® In particular, the

interpretation of various provisions of EU primary law is being questioned,
especially with regard to NGEU’s legal basis (Article 122 TFEU), the possibility
for the EU to take on debt (Article 125 TFEU), and Articles 310 and 311 TFEU on
the question of revenue categories and the balance of the EU budget. Moreover,
the compatibility with national constitutional law is also being discussed."’

3. Writing an Interdisciplinary ‘Follow up’ to a
‘Budgetary Saga’

These legal issues play an essential role in various contributions to this book.?’
However, this volume intends to go beyond a purely legal focus as the legal
questions addressed touch upon political science, history and political economy.
The analyses of these disciplines provide broader evaluations of the developments?!
as well as specific studies on the role of the European Parliament,?? for example.
Previous and forthcoming collective works on issues related to the EU budget and
EU fiscal federalism show that bringing together various disciplines is a promising
approach.?® It is precisely for this reason that the title of the volume - The Financial

17Bruno De Witte, “The European Union’s COVID-19 Recovery Plan: The Legal Engineering of an
Economic Policy Shift’ (2021) 58 CML Rev 635; Paul Dermine, “The EU’s Response to the COVID-19
Crisis and the Trajectory of Fiscal Integration in Europe: Between Continuity and Rupture’ (2021)
47 Legal Issues of Economic Integration 337; Frédéric Allemand, ‘Le financement du plan de relance
européen’ (2021) 2 Revue des Affaires Européennes 797; Armin Steinbach, ‘The Greening of the
Economic and Monetary Union’ (2022) 59 CML Rev 329.

18 Matthias Ruffert, ‘Europarecht fiir die néichste Generation: Zum Projekt Next Generation EU’
(2020) 39 Neue Zeitschrift fiir Verwaltungsrecht 1777; Enzo Cannizzaro, ‘Neither Representation nor
Taxation? Or, “Europe’s Moment” — Part I’ (2020) 2 Editorial European Papers 703; Enzo Cannizzaro,
‘Neither Representation nor Values? Or, “Europe’s Moment” — Part I’ (2020) 3 Editorial European Papers
1101; Caroline Heber, ‘Europarechtliche Grenzen fiir den Wiederaufbaufonds’ (2021) 56 Europarecht
416; Anastasia Iliopoulou-Penot, Tinstrument pour la relance Next Generation EU: “Where there is a
political will, there is a legal way”?” (2021) 57 Revue Trimestrielle de Droit Europeen 527; Péivi Leino-
Sandberg and Matthias Ruffert, ‘Next Generation EU and Its Constitutional Ramifications : A critical
assessment’ (2022) 59 CML Rev 433.

19See for example the proceedings before the Bundesverfassungsgericht resulting in BVerfG,
Judgment of the Second Senate of 6 December 2022-2 BvR 547/21 -, see discussion of the decision in
Matthias Ruffert’s epilogue.

20See chapters in Part II of this volume.

2! Martin Hopner, ‘Vollendung der Wihrungsunion? Der europiische Aufbaufonds’ (2021)
49 Leviathan 488; ] Adam Tooze, Welt im Lockdown: Die globale Krise und ihre Folgen (Miinchen,
CH Beck, 2021); Luuk van Middelaar, Das europdische Panddmonium: Was die Pandemie iiber den
Zustand der EU enthiillt (Berlin, Suhrkamp, 2021).

22 Carlos Closa Montero, Felipe Gonzélez de Leén and Gisela Herndndez Gonzalez, ‘Pragmatism
and the Limits to the European Parliament’s Strategies for Self-Empowerment’ (2021) 9 Politics and
Governance 163.

2 Stefan Becker, Michael W Bauer and Alfredo De Feo (eds), The New Politics of the European
Union Budget (Baden-Baden, Nomos, 2017) gathers contributions on the topic from practitioners
and political scientists in particular; Thiess Biittner and Michael Théne, The Future of EU-Finances
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Constitution of European Integration — combines not only a constitutional legal
analysis but also the very attempt to approach the constitution of European
integration through the perspective of different disciplines.

With NGEU and its first large-scale issuing of debts on an EU level, debating
the future of the European Union’s fiscal architecture has gained fundamental
importance. When ‘“following the money), the perspective of only one discipline
does not suffice. While the budgetary and monetary perspective includes the
disciplines of law and political economy, insights from the fields of history and
political philosophy are essential in order to better understand the overarching
processes of European integration and disintegration. The interdisciplinary
approach is intended to provide a broad picture, including, on the one hand,
legal-technical details as well as, on the other hand, findings of historical analyses,
political theory and economy. The link between these different approaches is their
common perspective: they all ‘follow the money’.

The authors’ individual focus depends on the epistemological interest of their
disciplinary horizon as well as the focal point of their own research or practice.
The aim of this book is not to provide a comprehensive overview of the current
state of affairs of questions arising from EU finances. It is not intended to be a
‘handbook of the EU financial constitution. Rather, the current situation is to be
scrutinised from various perspectives — implying not only descriptive but also
normative elements.

Given the great topicality of NGEU - the funds from the RRF are currently
being disbursed - previous publications mostly deal with individual aspects of
its legality or economic impact. A recent publication by the European University
Institute is one of the first collaborative works on the matter.?* However, as
the volume was edited at a time when the negotiations and decision-making
processes of NGEU were still underway - the member states’ parliaments had
not yet given their approval — Alfredo De Feo formulates in his closing words:
“The follow up of this budgetary saga will be the object of further studies by
scholars in the coming years.?> This volume presents one component for the
rewriting of this ‘saga’

(Tibingen, Mohr Siebeck, 2016) brings together policy papers by lawyers and economists on the future
of EU finances; Luca Zamparini and Ubaldo Villani-Lubelli, Features and Challenges of the EU Budget:
A Multidisciplinary Analysis (Cheltenham, Edward Elgar Publishing, 2019); Guillaume Grégoire
and Xavier Miny, The Idea of Economic Constitution in Europe: Genealogy and Overview (Leiden,
Brill Nijhoff, 2022); Alicia Hinarejos and Robert Schiitze (eds), EU Fiscal Federalism: Past, Present,
Future (Oxford, Oxford University Press, forthcoming 2023).

24 Brigid Laffan and Alfredo De Feo, EU Financing for Next Decade, Beyond the MFF 2021-2027 and
the Next Generation EU (online open access, Florence, European University Institute, 2020) https://
cadmus.eui.eu/handle/1814/69015.

%ibid 342. The importance of these questions is also underlined in Diane Fromage and Anna
Herranz-Surrallés, Executive-Legislative (Im)balance in the European Union (Oxford, Hart, 2020)
15 and 16, see also 303 ff (epilogue by Peter L Lindseth).
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4. The Structure of the Book

The interplay of European integration and its financial constitution is dealt
with in three thematic parts, each containing four chapters. The first part covers
potential underlying design flaws of the European Monetary Union (EMU). It
contains four chapters written by an economist (Sir Paul Tucker), two lawyers
(Christian Neumeier and Claire Mongouachon) and a political theorist (Thomas
Biebricher). The second part of the volume focuses on addressing the legality of
the innovative law-making at the EU level in response to the Covid-19 pandemic.
Here, four chapters combine the views of legal practitioners and researchers
(Alberto de Gregorio Merino, Claudia Wutscher, Francesco Martucci and Pdivi
Leino-Sandberg). The third part looks at developments of the EU financial
constitution tying together a more comprehensive narrative of European integration.
In this part, two chapters are written by legal scholars (Frank Schorkopf and Bruno
De Witte) and two by historians and/or political philosophers (N Piers Ludlow
and Luuk van Middelaar). The volume concludes with an epilogue by Matthias
Ruffert (Humboldt-Universitit zu Berlin).

The first part of the book deals with possible underlying design flaws of the
EMU. First, Sir Paul Tucker (Harvard Kennedy School) asks a question that is
both pertinent and pressing: does the European Central Bank (ECB) care about
inflation? Tucker examines the unusual role of the ECB in EU fiscal policy and
argues that the ECB is prioritising eurozone stability over inflation. Tucker
delineates general developments in central banking and offers an explanation
as to why central bankers’ incentives may no longer be harnessed to their core
mandate. Going into more detail about the ECB, he highlights its exceptional
position compared to other central banks as in his eyes ‘the ECB became the
existential guarantor of the European Project itself’. Compared to other central
banks, the ECB is confronted with an unprecedented ‘grand dilemma’: In
the absence of a conventional fiscal authority in the eurozone, ‘it finds itself
synthesising one, under the rubric of monetary policy, whenever the economic-
financial pillars of the Union are crumbling. This is a ‘job immeasurably more
difficult than that of its supposed peers’ that leads to ‘the ECB’s greatest challenge,
ie ‘to navigate itself back toward the proper role of technocratic trustee for
monetary-system stability. Understanding this linkage of monetary, economic
and fiscal union is crucial for the leading question of this volume, ie the financial
constitution of European integration. Finally, at the end of his chapter, Tucker
points out that ‘the designers of Europe’s monetary union faced conflicting
incentives they could not reconcile: to push the European project forward by
introducing a single currency, but not to push it so far forward that, via establishing
some kind of fiscal union, a political union loomed around the next corner before
the peoples of Europe clearly wanted or could support it

While Tucker extrapolates from this the observation for the current development
of the ECB that the ‘upshot is a fragility that the ECB’s leaders have to remember,
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and navigate, every second of every day, Christian Neumeier (Humboldt-
Universitat zu Berlin) follows up on one of the underlying questions. He writes
about the origins of the EMU and what its designers thought about the consequences
that Tucker clearly points out are evident to this day. Neumeier provides an
explanation for one of the ‘primary puzzles of European monetary integra-
tion: ‘the asymmetry between the monetary and the economic side of the EMU”
After presenting historical and economic literature on the history of the EMU, he
focuses on a memorandum by German foreign minister Hans Dietrich Genscher
published in the spring of 1988. For Neumeier, this memorandum was central
to the shape that the EMU would later take. According to him, the importance
of the memorandum ‘was to advocate for a monetary union on the one hard
condition that it would have an independent central bank, but without at the same
time making any specific proposals as to how economic and fiscal integration
should proceed. “‘Who ... invented the asymmetrical monetary union?” he asks
and suggests it was ‘Genscher and a close group of German officials’ To back up
this argument, Neumeier draws on archival sources of the political archive of the
German Foreign Office and interviews with two civil servants involved in the
process of drafting the memorandum, Wilhelm Schonfelder and Peter Wilhelm
Schliiter. For Neumeier, the files show ‘that Genscher himself was responsible for
the final version of the memorandum’ But, Schonfelder drafted it and Schliiter
was the ‘intellectual mastermind behind’ it. Neumeier stresses that ‘[a]symmetry
was not invented by the ordoliberal Eurosceptics who usually defend it in
contemporary German politics. It was a structure invented by a group of strongly
pro-European German officials, some with ordoliberal leanings, and fought
through by pro-European politicians who believed in European integration
to a degree that has become rare these days’ Moreover, he underlines that
‘la]symmetry ... had a strong tactical component. To make the institutional
structure of the central bank front and centre sidelined the main internal oppo-
nent of monetary integration and was designed to assuage a public which trusted
independent experts more than elected politicians’

The question of who decides and should decide on essential fiscal decisions
is central to Claire Mongouachon’s chapter (Aix-Marseille Université). Her main
focus lies on reforms of the EU fiscal framework, especially the review of the
EU’s economic governance launched by the European Commission in 2020 and
following reform proposals by member states such as France. She approaches
this topic by questioning the degree of its ‘politicisation’. Her starting point is
that fiscal rules have traditionally been considered a ‘technical field, but have
become increasingly ‘politicised’. Law, especially European budgetary rules,
demonstrates ‘a major tool for depoliticising budgetary matters. As ‘fully-fledged
element[s] of the financial constitution of the Union (and of the member states)’
these rules took ‘fiscal policy flexibility from the hands of elected politicians’
According to Mongouachon, budgetary rules emerge as a result of the asymme-
try addressed in the chapters by Tucker and Neumeier: [T]hey are at the heart
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of the asymmetry between monetary union and economic union - caught in
tension as they stand between the two’ Mongouachon stresses that the reforms
introduced by the Stability and Growth Pact (SGP) and the Treaty on Stability,
Coordination and Governance in the EMU (TSCG) were seen as a kind of auto-
mation of rules aimed at financial stability and safe assets, depriving member
states of broader policy choices. The pandemic and its ‘new political and societal
challenges’ have ‘led to heightened awareness [of] ... new challenges and the
need for massive public investment by states. Recent proposals formulated
by French institutions and academics demand a ‘greening’ of the rules as well
as the ‘parliamentarisation’ of the eurozone. Mongouachon concludes by
underlining the need to create a new institutional framework to arbitrate between
the different objectives that could guide the implementation of EU fiscal rules
in the future.

Thomas Biebricher (Goethe-Universitdt Frankfurt am Main) questions the
end of neoliberalism as a possible consequence of NGEU. Biebricher’s starting
point is the observation that the global trade frictions in the wake of the Covid-19
pandemic, and in particular the NGEU funds adopted in response to it, have
led to an increased perception of the end of neoliberalism. With the outbreak of
the Ukraine war, he notes, this claim has been further exacerbated. Biebricher
begins his chapter by providing the history of neoliberalism focusing on the ideas
formulated in the Walter Lippmann Colloquium in 1938. According to Biebricher,
some of the preconditions of neoliberalism can be found in the economic
governance of the EMU: ‘From the beginning, the Europe of Maastricht was to
be one where rules were supposed to reign supreme. His main concern is then
to question two strongly diverging assessments, as NGEU was ‘hailed as a depar-
ture from the long-standing neoliberal script in Europe that had been reiterated
and affirmed in the eurozone crisis’ on the one side, and was ‘condemned as the
final nail in the coffin of Europe as a space of competition and fiscal responsi-
bility under the banner of what was sometimes called “corona socialism™ on the
other. He comes to the interim conclusion that ‘NGEU is not a departure from
austerity neoliberalism but, arguably, its perfection, pointing in particular to the
conditionality of the NGEU funds. But Biebricher does not just confine himself
to this statement. Rather, he then broadens the view to future developments and
addresses the importance of observing how the distribution and use of funds
are handled in practice. Beyond this, he raises fundamental questions about the
construction of the EU’s financial constitution, asking about permanent debt at the
European level and EU taxes: Issuing debt on a permanent basis would undoubtedly
trigger a debate over whether the EU should have ... the right to levy taxes
and, if this were the case, this would undoubtedly prompt renewed questions
regarding an institutional restructuring of the EU in order to remedy its various
democratic deficits. The end result could possibly be a supranational executive that
has the right to tax and is democratically accountable to parliament — not the most
desirable prospect from a neoliberal perspective.



10  Ruth Weber

The second part of the volume focuses on the legal assessment of recent
developments in EU financial constitutional law, especially with regard to NGEU.
Firstly, Alberto de Gregorio Merino (Director at the Legal Service of the Council
of the European Union) presents an inside perspective on NGEU and the rule of
law mechanism. He seeks to explain ‘the permeability between the Community of
money and the Community of values on which the Union is founded’ For his legal
analysis, he stresses that the EU treaties are ‘aliving document’: this, together with a
‘finalistic interpretation, guides his interpretation of key financial provisions of the
TFEU. His view regarding the central question of the volume is straightforward -
NGEU and the rule of law mechanism demonstrate ‘the fundamental integration
value of the budget of the Union’: For him, EU budgetary law ‘carries ... principles
of paramount constitutional value, the interpretation and application of which are
key in shaping the paths for integration’. In interpreting the provisions of the treaties,
he also addresses concerns: while he refers to Article 122 TFEU as ‘a kind of
“sleeping beauty™, he also urges that ‘an excessive use of exceptionality clauses’
must be avoided. Yet, he is convinced, the ‘ghost of the Weimar Constitution does
not risk haunting the Union legal order’. At the end of his chapter, he returns to his
starting point - the link between money and values. He underlines the increasing
importance of the values laid down in Article 2 of the Treaty on European Union
(TEU) and also in the jurisprudence of the Court of Justice of the European Union
(CJEU), and explicitly welcomes this. They are, he claims, part of the ‘European
constitutional identity’ and ‘substratum of a “European Constitutional patriotism”.

Claudia Wutscher (Vienna University of Economics and Business) provides a
legal assessment of NGEU and raises doubts about its compatibility with European
and national constitutional law, especially in light of its unprecedented high
volume. The starting point of her reflections is that the size of the measure does
not play a central role in most legal assessments of EU law but is indispensable in
assessing NGEU. She highlights the ‘manifold legal issues’ that arise in the context
of NGEU. According to Wutscher ‘arguing for NGEU’s legality already requires
contortions when interpreting primary law rules’ but also with regards to national
constitutional law and member states’ budgetary autonomy. Wutscher refers not
only to previous legal scholarly analyses but also deals with the Council Legal
Service Opinion of 2020,2° which adds a critical perspective to the view expressed
in de Gregorio Merinos chapter. Finally, she underlines the importance of
budgetary autonomy of the member states referring to their overall importance:
‘Without budgetary autonomy, it would seem, no effective and independent state
power can come into being, because the exercise of any state power requires the
authority to decide on the procurement and allocation of the resources required
for this purpose. Despite various doubts, she concludes that ‘member states’
budgetary autonomy is not yet at risk from NGEU in its current form.

26 Council Legal Service, Opinion, Council Doc. 9062/20 (Brussels, 24 June 2020).
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Francesco Martucci (Université Paris Panthéon-Assas) takes a closer look at
a principle of EU law that is increasingly receiving wide attention: the principle
of solidarity. Martucci argues that within the EMU ‘the framework of discipline
has been complemented by that of solidarity’, with the measures taken in reaction
to the Covid-19 pandemic bringing about a ‘real change. For Martucci, this can be
seen in the words of the Advocate General Campos Sanchez-Bordona who referred
to ‘the biggest step forward in terms of solidarity which the European Union has
taken in its history’ in this context. To show this ‘progress of solidarity, Martucci
outlines an evolution of the EMU that can be understood as a development
towards increasing solidarity. His starting point is fiscal discipline and the
‘discipline framework organised by the Treaties’ since Maastricht. Having outlined
the normative framework and its development, he clarifies why ‘the Covid-19
crisis marks a paradigm shift in the implementation of deficit excessive procedures’
and ‘brought about a substantial change in the conditionality’ Regarding NGEU,
Martucci explores its ‘remarkable’ features. It is the enormous amount of money
needed to pay it back that is decisive for him. This ultimately raises ‘the recurring
question of a European tax ie ‘a fundamental reform of the Union’s own resources
system’. For Martucci, not only NGEU but also the even more recent reactions
to the energy crisis indicate a paradigm shift in terms of solidarity. He discusses
emerging issues of EU law concerning newly adopted regulations, in particular
regarding the question of the legal basis of the Regulation (EU) 2022/1854%
and whether the EU had the competence to adopt it. According to Martucci, the
answer to this is ‘hardly apodictic. He also relates this to ‘a time when the threat of
ultra vires is taken seriously in a renewed dialogue of judges. Martucci concludes
that the various crises have resulted in the EMU having ‘a solidarity framework
that interacts with the disciplinary framework’ For him, this shows that the EU ‘is
indeed moving forward thanks to crises that allow for deeper integration’

While Martucci contours how the principle of solidarity has achieved enormous
importance in current debates of EU law, Péivi Leino-Sandberg (University of
Helsinki) opens up the perspective of fiscal integration beyond crisis management.
She is critical of the use of the solidarity principle which she describes as follows:
‘Today, we are witnessing how “the principle of solidarity” is being framed as a
new general principle of law that can be used to justify derogating from the EU
Treaties and thus expanding EU competence’ Overall, she criticises the way the
EU has reacted to crises in the past 10 years: As a result, she says, democratic
decision-making is at risk. According to her, the ‘crisis-driven method of
integration’ is dominated by executive decision-making, paired with ‘opportunistic
exercise guided by institutional ambition, whereas legislative power is diminished.
This, she says, also concerns budgetary powers: ‘Budgetary democracy has been
replaced by technocratic executive action, which, however noble in its intentions,

%7 Council Regulation (EU) 2022/1854 on an emergency intervention to address high energy prices
[2022] OJ LI 261/1.
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necessarily ends up limiting the effect of democratic politics. Leino-Sandberg
does not agree with the interpretation method of a ‘living constitution’ advocated
by de Gregorio Merino. For her, it is characterised by a ‘re-framing of existing
key Treaty provisions. This leads her to the assessment that the ‘only constraint
on EU action is a political one: what the institutions can agree on. With regard to
NGEU, this would result in problems not only for the principle of conferral but
also the separation of powers and thus ultimately democracy. As a consequence,
not only the European Parliament loses power but also ‘national parliaments tend
to find themselves squeezed towards the dystopian nightmare painted earlier
by the Bundesverfassungsgericht. Her following diagnosis is not very comforting:
‘In todays EU economic and fiscal policies, there is no question of “more
democracy” - it is a model of “less democracy” at all levels! At the end of her
chapter, however, Leino-Sandberg emphasises that ‘the ties’ between the member
states ‘have grown over years and asks whether they are ‘now strong enough’
for a ‘federal evolution, which for her would have to be organised democratically
above all.

In the third part, the developments of the EU financial constitution are further
embedded in the broader evolution of European integration, starting with a focus
on historical and current phenomena of the EU’s financial and fiscal structure and
ending with possible future developments. First, N Piers Ludlow (London School
of Economics and Political Science) classifies historic budgetary breakthroughs as
an important driving factor for integration in the latter half of the 1980s. According
to Ludlow, there is ‘a really important budgetary dimension to the 1980s relance’
that the standard analyses of the decade do not include. His focus is less on the
adoption of the Single Market programme in 1985 or the 1986 Single European Act
but rather on the budgetary breakthroughs of 1984 and especially of 1988, when
the Delors I package was adopted. The Delors I package represents a milestone in
the history of integration that is often neglected. Ludlow’s analysis focuses on a
period of time that was marked by a serious crisis of the European Communities,
which was, however, overcome. With the new decade, the Maastricht Treaty of
1992 finally marked a deepening of integration. Ludlow’s thesis — that in the
historical research of the 1980s the resolution of the budgetary conflicts has not
been assessed sufficiently - is valuable for the evaluation of the central question
of this volume: it seeks to understand the history of integration in relation to its
financial constitution. Thus, after reading Ludlow’s chapter, one may ask whether
the thesis of ‘budgeting for success’ can be applied to other decades or even to
current developments.

The following chapter by Frank Schorkopf (Georg-August-University
Gottingen) refers to a different historical period as well as to the current political
and legal situation. He first focuses on the demand for greater participation
made by the European Parliament in the 1960s and 1970s. He argues that it was
the transition to the own resources system at the beginning of the 1970s that
made the introduction of universal suftfrage of the European Parliament in 1979
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possible. Subsequent changes in organisational law, such as the introduction of
the conciliation procedure, were then suitable for increasing the competences of
the parliament. According to Schorkopf, this demonstrates the ‘normative surplus’
of the EU’s budgetary law. He then proceeds to draw a comparison to the current
situation. He puts forward the argument that by allowing NGEU to raise debt at
the EU level, member states have undertaken a systemic change to the budgetary
and financial constitution. For Schorkopf, this is a significant deepening of
integration. For this very reason, he stresses the question of representation and
parliamentary legitimacy that should not be neglected in the current context. To
sum up, Schorkopf sees budgetary and financial issues as ‘a resource of an indirect
integration surplus of the EU” which leads him to speak of ‘integration through
money’ alluding ‘to the formative school of thought “integration through law”.

Bruno De Witte’s (Maastricht University/European University Institute Florence)
chapter ties in with this question focusing on ‘integration through funding’ In
his opinion, the EU’s traditional way of achieving integration ‘through law’ is
increasingly complemented by the pursuit of integration ‘through funding’ De
Witte does not focus on a single historical period but provides an analysis of
constitutional law and thus evaluates the general development of budgetary and
public finance law in the EU. According to De Witte, for much of its history, the
EU budget has served as an instrument for redistribution among member states
but also for achieving European policy goals. The latter function has become
increasingly important in the context of the common European response to the
Covid-19 crisis and the EU’s environmental and climate policies. In this context,
De Witte stresses the importance of structural funds by designating them as
‘half-empty shells that can be filled with new policy goals every seven years, when
the revised fund regulations are being adopted, and occasionally even within the
seven-year period, in order to address new needs. For him, NGEU is ‘a tool for
integration through funding, ‘a multipurpose plan, aiming to foster structural
transformation of the national economies, and ‘a true instrument of strategic
spending for the European Union.

In referring to ‘strategic spending, De Witte alludes to the subsequent chapter
by Luuk van Middelaar (Leiden University), who addresses investment politics
as ‘a new capacity to project Union action into the future’ Van Middelaar takes
the budgetary evolution of the Union as a starting point to outline a story of the
European Union’s executive and strategic emancipation. In contrast to Schorkopf’s
and Leino-Sandberg’s chapters, he focuses on the executive rather than the
parliament. Van Middelaar observes an evolution of European integration from
‘rules-politics’ to ‘events-politics’; the latter also represented by the Covid-19
pandemic and the measures taken in response. This distinction leads van Middelaar
to examine the evolution of the EU’s spending capacity. According to him, it was
initially characterised by ‘programme spending), followed by ‘emergency spending’
and finally ‘strategic spending’ ‘Strategic spending’ is crucial for van Middelaar
as part of a larger capacity emerging at the European level which might represent
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a new form of executive political action: “The test is, therefore, whether the EU
is able to ... acquire a projection capability, to spend now and to invest in the
future. ... Strategic spending ... can be seen as the emergence of a European
capacity to act in accordance with political aims’ Van Middelaar combines his
observations on ‘strategic spending’ with an assessment of the geopolitical
situation of the EU. In this way, he provides an outlook on future developments
not only, but especially, for the EU’s financial constitution.

5. ‘Only Time Will Tell’

“Time will tell how this will play out. Officially, NGEU is supposed to be non-
permanent, with the funds paid back by 2058 at the latest. However, it is safe to
say that many in Brussels, Paris and beyond consider that an important precedent
has been set’ This statement comes from Luuk van Middelaar’s chapter. However,
he is not alone with this assessment — almost all other chapters emphasise two
things. First, with NGEU and the developments after the Covid-19 pandemic, a
new era of the EU financial constitution has begun. Second, it remains to be seen
what the consequences will be and what they will mean for the future of European
integration.

What will the changes triggered by NGEU mean for democracy in the EU?
What is the interplay between the power that more money confers and budgetary
powers that ought to be decided on democratically? Will - as Frank Schorkopf
supposes — the ‘financial burdens postponed to the future ... push the member
states to introduce genuine EU taxes'? Will — as Thomas Biebricher suggests — this
be the ‘worst-case scenario for neoliberals’? One might ask with Claudia Wutscher,
what role ‘budgetary autonomy as the financial manifestation of democratic
self-determination’ will play in the future, or with Alberto de Gregorio Merino if
future money will also be “coloured” by the values of Article 2 TEU’. Francesco
Martucci raises the question whether ‘[a]fter decades of discipline, the time of
solidarity finally came. Will ‘cheque book diplomacy’ play an equally important
role in the future as it did in the late 1980s, as N Piers Ludlow illustrates, referring
to ‘an important sequence of Community breakthroughs linked to Kohl’s readiness
to get out his chequebook at crucial moments. One could reiterate Christian
Neumeier’s concern about the concept of the Genscher Memorandum never
asking ‘the obvious question: whether the consensus on the German economic
model would or even could work for all member states at the same time. One
might ask, alluding to Sir Paul Tucker, what choice will be made ‘between living
with an overmighty central bank ... or ... returning technocracy to its proper place
but within a deeper economic union built on incentive-compatible foundations’
What paradoxes and simultaneities, yet unknown, will we be able to observe in
the future in ‘processes of depoliticisation and repoliticisation’ one could ask with
Claire Mongouachon. And what role will ‘meaningful scholarly debate’ play in



Introduction 15

this one could add with Matthias Ruffert. Also, Péivi Leino-Sandberg invites to a
broader discussion by asking if ‘the Union could finally allow a good crisis to go
to waste, and be ready to graduate into a more deliberative and organised method
of federal evolution’

Finally, Bruno De Witte stresses that NGEU’s ‘policy steering effect still needs
to be demonstrated’ This effect, its ‘integration effect, according to him depends
on three factors: Will the states ‘be able to absorb the vast amounts of money
allocated to them in the form of grants and loans? Will this money ‘actually
be used for the purposes described in the national plans’? And will the money
‘effectively produce the policy goals ... which are set out in the programme’??® If
one takes these questions to heart, one thing is certain for the future exploration of
the financial constitution of European integration: we will not be able to stop but
will be obliged to continue ‘following the money’

28 Other authors in this volume also raise these questions. Thomas Biebricher (ch 4) points out that
‘there will in all likelihood be a considerable potential for controversy when it comes to taking stock in
2026, as by then the NGEU funds will have to be fully spent. Péivi Leino-Sandberg (ch 8) states: [S]o
far, these constitutional issues have not been debated in the EU, nor has the efficiency of such policies
for ensuring EU objectives been thoroughly studied.
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PART 1

Design Flaws of the European
Monetary Union?
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1

Does the ECB Care about Inflation?

PAUL TUCKER*

My title might seem like an extraordinary question: what can I possibly mean by
‘does the ECB care about inflation?” If I disclose my answer is ‘no, the question
and answer might, indeed, seem completely crazy - and so uninteresting. In this
chapter, I will try to persuade the reader otherwise, or at least create a sense that
the European Central Bank (ECB) has a problem it must somehow seek to reduce,
if not solve.

I am going to unpack the question, point towards some evidence in a rather loose
way, and offer an explanation for my answer. Partly, something really has gone
wrong in advanced-economy central banking. Partly, the ECB’s extraordinarily
pivotal role in the European project pulls it in conflicting directions. The first
is curable both in principle and in practice, although I do not mean to imply it
would be easy given where the advanced-economy central banks as a whole find
themselves. The second might be curable in theory but it is hard to see how -
absent severe social dislocation, which could lead anywhere - Europe will find
a way through the massive challenges presented by the serious constitutional
deepening that is necessary to release the ECB into the community of regular
central banks.

1. Unpacking the Question of whether the ECB
Cares about Inflation

Very obviously the ECB cares somewhat about inflation. Almost everyone
does, so I do not mean to ask whether the ECB cares about inflation at all. The

* Paul Tucker is a research fellow at the Mossavar-Rahmani Center for Business and Governor at
the Harvard Kennedy School. He is the author of Unelected Power: The Quest for Legitimacy in Central
Banking and the Regulatory State (Princeton, NJ, Princeton University Press, 2018), and of Global
Discord: Values and Power in a Fractured World Order (Princeton, NJ, Princeton University Press,
2022). He was a central banker for 33 years (from autumn 1980 until late-2013). During that time, he
was a secretary of the Bank of England’s Monetary Policy Committee during its first (nearly) five years,
and then spent nearly a dozen years as one of its members.
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question makes sense only in the context of the ECB’s treaty-based objective,
which (paraphrasing) is first and foremost to maintain price stability, and subject
to that, to support wider EU economic policies.!

The question, then, is not whether the ECB cares about inflation a bit; nor
whether it gives inflation a much higher weight in trade-offs with other goods.
Rather, it is whether the ECB is consistently directed to achieving price stability as
a necessary precondition for turning to other things at all. That means expectations
of medium to long-term inflation being anchored to the 2 per cent target, and,
furthermore, that anchor being secure.

Does the ECB care about inflation in that sense? No, it does not - or, perhaps
more accurately, for an extended period over recent years the ECB talked and set
policy as though it did not. In this, the ECB was not alone among the major central
banks, so part of what I have to say — about the contingent perils of gradualist
policy, and about policy-makers’ incentives — will concern advanced-economy
central banks in general. But there is also a very important constitutional point
about the ECB in particular, which I will discuss in the final part of this chapter.

2. Circumstantial Evidence that the ECB and
Some Other Major Central Banks have
not been Prioritising Inflation

During the 1990s there was something approaching a revolution in the practice of
monetary policy. At its centre was a massive increase in transparency: transparency
about objectives, policy settings, and, perhaps above all, in explanations of policy
settings. Transparency fostered both economic efficiency and accountability. Policy-
makers were supposedly tied to the mast by exposing themselves to scrutiny.?

But the notion that pellucid explanations of policy-makers’ reasoning are
supposedly the norm might be questioned if the explanations end up being elusive
or even misleading. I fear we were close to that during much of 2021-22, and

"Under Art 127 of the Treaty on the Functioning of the European Union (TFEU), ‘Without
prejudice to the objective of price stability, the ESCB shall support the general economic policies in
the Union with a view to contributing to the achievement of the objectives of the Union as laid down
in Article 3 of the Treaty on European Union. Contrary to commentary among economists, this is not
a straightforward lexicographic objective (of the kind the Bank of England has). A plausible reading
of the treaties is that anything done by the ECB, including in pursuit of the second objective, needs to
be permissible under the first objective; and that anything done under the second objective involves
supporting EU policy, and so cannot involve the ECB making discretionary choices on EU policy.
For such a reading, see the following article by the current ECB General Counsel: Chiara Zilioli and
Michael Ioannidis, ‘Climate Change and the Mandate of the ECB: Potential and Limits of Monetary
Contribution to European Green Policies’ (2022) 59 CML Rev 363. As such, the word ‘objective’
(used in the French as well as the English version of the treaty) is somewhat misleading.

2 Tucker, Unelected Power 420-24.
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perhaps even in 2020. Before getting to those points about presentation, here are
some broad-brush background facts, together with some observations on them.

In 2020, in response to the economic shock brought by the Covid-19 virus,
the main central banks massively increased quantitative easing (QE) at the
same time as governments provided badly needed fiscal support to families and
businesses. In effect, we had money-financed fiscal stimulus. But, even at the
time, it was not clear why additional monetary accommodation was warranted.
After all, a good deal of the economy’s productive capacity (aggregate supply) was
shutting down. Of course, it was sensible to stabilise government bond markets
when the seriousness of the pandemic dawned on people in the spring of 2020.
But that warranted a market-maker of last operation that could be unwound
when markets stabilised, not long-lasting additions to QE. It was almost as
though central banks had forgotten that they can purchase government bonds
for different purposes, and not all of them are QE, which should be thought of
as monetary policy stimulus to aggregate demand.> Meanwhile, the financing
costs available to credit-worthy governments via the bond markets were, due
to forward rates being below any plausible long-term equilibrium for nominal
rates, much better than those they instead took on via the fixed-to-floating rate
swap delivered by ever-expanding QE.*

In 2021, when the US government enacted a new massive fiscal stimulus
package, the Federal Reserve continued to add to its own monetary stimulus - as
did the other major central banks. Putting it mildly, it was not easy to understand
why the pace of QE - ie, the pace of incremental additions to monetary stimulus -
should be maintained notwithstanding the scale of injection of demand from the
federal government. And for other central banks, the enormous size of the US
meant that the prospect of the US economy overheating was obviously relevant to
their own deliberations.

In 2022, there was a very sharp rise in energy prices due to Russias war on
Ukraine (and OPEC’s choice not to increase supply to stabilise prices). The main
central banks initially maintained low policy rates and continued to add to QE.
They said the rise in headline inflation from the cost shock would be temporary.
That is, of course, correct for shocks to the price level, just so long as there are no
second-round effects on inflation expectations, affecting wage- and price-setting.

3The distinct purposes include to stimulate aggregate demand (monetary policy); to provide
emergency financing to government; to stabilise bond markets; to provide liquidity to those selling
the bonds; and to relieve pressure (inventory risk) on intermediaries. The second to the fifth each entails
moral hazard. Each of the five also needs its own regime and governance. See Stephen Cecchetti and
Paul Tucker, ‘Understanding how central banks use their balance sheets: A critical categorisation’
(VoxEU, 1June2021) https://cepr.org/voxeu/columns/understanding-how-central-banks-use-their-balance-
sheets-critical-categorisation.

4The debt swap is effected when QE is combined with central banks paying their policy rate of interest
on the totality of reserves, not merely the marginal euro (dollar, pound) of reserves, which is all that
is necessary to implement standard monetary policy. See Paul Tucker, ‘Quantitative Easing, Monetary
Policy Implementation, and the Public Finances’ Institute for Fiscal Studies Green Budget 2002 ch 7.
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Of course, Covid-19 and the war on Ukraine presented extraordinarily difficult
circumstances for macroeconomic policy-makers. But it is — and, at the time, was -
striking that only from the middle of 2022 did the major central banks cease
adding to QE and start raising their policy rates in earnest.” Since, at least in some
countries, the aftermath of the pandemic seems to have brought a contraction
in labour-market participation, entailing a lower path for aggregate supply (AS),
that gradualism raises puzzling questions about the central banks’ conjunctural
judgements and policy strategies.

2.1. Presentation: Elisions, Obscurities and Risks

The main point of recalling that history is to examine monetary-policy explanations
and transparency. The first surprising thing was that, when the change in policy
stance eventually began, we were encouraged by the main central banks to think
that they were tightening policy in the face of inflationary pressures. Indeed they
were. But it seems likely that policy was still stimulating aggregate demand for a
good part of 2022. For example, in a January 2023 interview, ECB policy-maker
Philip Lane said: ‘Were not yet at the level of interest rates needed to bring
inflation back to 2 per cent in a timely manner’® One might reasonably ask why
not; why would the ECB choose to set its policy rate at a level it thought inadequate
to achieve its target? An answer might be framed in terms of uncertainty and the
balance of risks, looking ahead.

Elsewhere in this rich and instructive interview, Lane says: ‘The debate
about the exact timing [of starting to tighten policy] is misplaced. As a general
proposition, that makes sense. But it applies in particular situations only if
inflation expectations are securely anchored to the target, so that there is zero
need for pre-emptive action in order to avoid seeming complacent. By stipulating
that the debate was misplaced, a senior policy-maker perhaps seemed to assume
victory was assured.

Anyway, for months and months policy was tightened by central banks in the
sense of being less loose, but not in the sense of restraining aggregate demand.
That involved an elision of changes versus levels.

But there is one more thing. Lane underlined that in February 2022, the ECB
‘signalled a faster pace of reduction of asset purchases’ Read or heard quickly, that

° AsIunderstand it, the Bank of England stopped making QE purchases in late 2021 and commenced
selling QE gilts roughly a year later; the Fed stopped QE purchases in March 2022, and started sales a
quarter later; and the ECB stopped expanding their QE portfolio in July 2022, but reinvested redemptions
until spring 2023, since when they have partly reinvested redemptions.

¢Interview with Philip R Lane, Member of the Executive Board of the ECB, conducted by Martin
Wolf, Financial Times (London, 17 January 2023) www.ecb.europa.eu/press/inter/date/2023/html/ecb.
in230117~1ab0df6f3d.en.html. I must underline, given that I draw a lot from this interview, that Lane
is unquestionably expert in these matters. I choose his remarks precisely because, in this interview and
elsewhere, he is articulate and there is little risk that he does not understand what he is saying.


http://www.ecb.europa.eu/press/inter/date/2023/html/ecb.in230117<223C>1ab0df6f3d.en.html
http://www.ecb.europa.eu/press/inter/date/2023/html/ecb.in230117<223C>1ab0df6f3d.en.html

Does the ECB Care about Inflation? 23

too might sound like tightening, but it isn't even that. Its meaning becomes clear if
the sentence is translated into an equivalent proposition on interest rates: ‘interest
rates have been cut by X basis points per meeting, but now we are going to cut rates
by smaller amounts at each meeting. In other words, still cutting; and, back in the
world of QE, still adding to the stimulus. So, I suppose, that is a second elision. Or,
at least it looks that way unless further stimulus was warranted by new adverse
shocks to aggregate demand (AD), or by news that older adverse AD shocks still
working their way through the economy were bigger than previously grasped and
outweighed any contraction in AS. But in that case, why not say so?

All that is noteworthy because one of the two big things about monetary policy
is getting the sign right: to be restraining demand when one judges one needs
to slow spending growth to maintain inflation in line with the target; and to be
stimulating demand when necessary to achieve the target. To continue stimulating
demand was substantively odd in my view. That is because it risked adding
domestically generated inflationary pressures to the effects on headline inflation
from the external cost shocks, and so raised the probability of unwelcome
second-round effects in inflation expectations. Writing in spring 2023, it seems
likely that this is becoming visible in the US, and perhaps elsewhere.

That takes us back to the demands of a norm of transparency, seen as a route
to both efficiency and legitimacy, via accountability and discipline (including
internally within central banks as concrete organisations). Given the complex
combination of shocks affecting inflation, they have needed to publish their best-
guess decompositions of excess inflation (relative to target) in terms of the effects
of external terms-of-trade shocks (notably the energy price increases) and drivers
of any domestically generated inflation, including adverse internal AS shocks
(eg, to labour supply) and monetary conditions. Even if, for illustrative purposes,
80 per cent of the roughly peak 8 percentage point (pp) overshoot was attributable
to the external cost shocks, the residue attributable to domestically generated
inflation (20 per cent of 8pp: 1.6pp) would probably rank as the biggest overshoot
since the regime of flexible inflation-targeting was introduced a quarter of a
century ago.” (Atleast in the US, 80 per cent seems unrealistically high, underlining
the point.)

While, as one policy-maker rightly pointed out to me, any such (staff)
decompositions would be model-based, that is irrelevant to the unavoidability of
policy-makers making such judgements themselves (ideally drawing on multiple
models) in order to set policy, and their duty (given the transparency norm)
to publish them. Also, while the opinions of different policy-makers within

71 have chosen 80% for my illustration mainly because (for mysterious reasons) people are fond
of 80/20 splits, and also because Bank of England governor Andrew Bailey attributed 80% of the
target overshoot in Britain to external cost shocks when testifying to the Westminster parliament
during 2022. See Larry Elliot, “Apocalyptic” food prices will be disastrous for world’s poor, says Bank
governor’ The Guardian (London, 17 May 2022) www.theguardian.com/business/2022/may/16/
apocalyptic-food-prices-will-be-disastrous-for-worlds-poor-says-bank-governor.


http://www.theguardian.com/business/2022/may/16/apocalyptic-food-prices-will-be-disastrous-for-worlds-poor-says-bank-governor
http://www.theguardian.com/business/2022/may/16/apocalyptic-food-prices-will-be-disastrous-for-worlds-poor-says-bank-governor
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any jurisdiction’s monetary committee might reasonably differ, that is not an
argument against transparency, because it is hard for any of them to explain their
votes without resort to at least implicit judgements on what has been driving the
high inflation outturns.

2.2. What Might Explain the Elisions?

Of course, my own various substantive judgements, implied above, might easily
be mistaken. But if, contrary to my view, the ECB’s judgement was that policy
needed to stay accommodative — and, even more important, that its policymakers
were correct to want to carry on adding to the stimulus until mid-2022 - then the
transparency norm, supposedly central to the 1990s’ revolution, demanded that
central bank policy-makers say so in terms, and defend that important judgement.
That did not happen. There are various candidate explanations for this, but with
some obscurity about which would be favoured by the policy-makers themselves.

One possibility is that, at least during the first part of 2022, the main central
banks carried on believing their ‘transitory inflation’ story well after they stopped
pressing it in public. That would have had to be based on a judgement that the
energy price rises had delivered a cost shock but there had not been any change in
nominal trends (and so in underlying inflationary pressures). It would also mean
that when they said they were ‘tightening, they did not have any plan for policy
to be tight (in levels terms). The immediate point here is not that such a diagnosis
and decision would definitely have been a mistake — a separate question - but,
rather, that the apparent lack of candour about the (conditionally) intended stance
of policy would have been a mistake.

A second possible explanation is that central bankers understood they were
still stimulating aggregate demand but thought any excess demand would have a
negligible effect on inflation. That might have reflected a view that the so-called
Phillips Curve had not merely been mislaid (a serious practical problem) but, much
more important, no longer captured any kind of reliable economic relationship;
in other words, that there was no longer any meaningful constraint on the path of
demand relative to the path of the economy’s productive capacity. If so, that view
needed declaring in terms, and defending.

A third, and perhaps more realistic, possibility is that the main elision — between
changes in short-term interest rates and their level — arose because policy-makers
have come to think they can rely on expectations of future policy settings to do the
work of bringing the economy back into balance. This draws on the true belief that
it is the entire yield curve that matters. As Lane rightly said in his Financial Times
interview: ‘After all, the yield curve jumps in anticipation of what we are expected
to do and we've also proven an ability to move quickly’

But on dissecting that main elision, we are reminded that it is the expected
and realised path of real rates not of nominal rates that matters to the stance of
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monetary policy (and much more). Thus, policy-makers might have judged that,
even in conditions of excess demand, it was ok for the prevailing (instantaneous)
nominal policy rate to deliver a negative short-term real rate provided that market
expectations (embodied in the yield curve) of future policy-rate settings would
bear down on aggregate demand because the implied path for real interest
rates — ie, after taking account of expectations of the path of inflation itself - would
be high enough to do so. This kind of gradualism can be thought of as choosing to
maintain negative real rates today, while signalling the prospect of positive short
real rates tomorrow, and eventually real rates high enough to restrain AD. It is a
strategy or plan that might appear to suit everyone, since it might reduce volatility
in the economy and also in financial markets.

But, to work, that kind of policy strategy depends heavily on the expected
profile for inflation and, more specifically, on the central bank being trusted to
deliver on the inflation target. In other words, to repeat a central point, it relies
on the anchor both holding and being secure. While dynamic stochastic general
equilibrium (DSGE) models - and their outputs served up by technically proficient
staff — might be used in ways that effectively encode credibility through a presumption
of securely anchored inflation expectations, policy-makers themselves should not
habitually inhale that addictive assumption.® These are points about people or,
more accurately, about people and processes, and so about organisational fitness.

The root point is that central bankers are themselves the nominal anchor.
Routinely relying on market expectations to do the heavy lifting is a risky strategy,
entailing much more volatility down the road if economic agents have come to
harbour scepticism about policy-makers’ willingness to be unpopular in order
to deliver inflation back to target, and hence to maintain medium-term inflation
expectations in line with the target. Sometimes (not always) policy needs a down
payment, to show you mean it; ie, to show more than that you will get round to
restraining demand eventually. When that is so is a matter for policy-makers’
judgement. It is a judgement they need to be open about and cogently defend, but
most importantly one they need to remember they must make.’

It matters enormously for this reason. If ever the anchor does slip, it will be
damn hard to know how far it has moved. That means it will be hard to know
the rate of inflation expected in the future, which in turn means it will be hard to
know the level of real rates currently and prospectively. Bluntly, it will be hard to

8Technically, this involves running the model with a reaction function for the policy rate that
delivers inflation in line with the target, and minimises the costs of economic volatility, and so on.
But if, in the real world, inflation expectations have slipped or are not securely anchored — meaning the
expectations—formation process has changed in some way - then the necessary reaction function will
be different, and probably not known ex ante.

For similar sentiments, expressed differently, see former Bank of England governor Mervyn
King, “The King Canute Theory of Inflation’ (Bloomberg, 24 November 2021) www.bloomberg.com/
opinion/articles/2021-11-24/central-banks-should-abandon-the-king-canute-theory-of-inflation,
based on Mervyn King, ‘Monetary Policy in a World of Radical Uncertainty’ (Institute of International
Monetary Research, Annual Public Lecture, London, 23 November 2021).
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judge whether monetary conditions are stimulating or restraining demand, and by
how much.!® Once in that situation, the policy-maker would have to make a best
guess, and then wait and see. If they were unlucky and medium-term inflation
expectations had risen by more than they guessed, then further tightening would
become necessary to restore the anchor. But precisely because in that situation there
would be growing uncertainty about medium-term expectations and increasing
nervousness about credibility, the policy-makers would still not be confident about
quite how high nominal interest rates would need to go.

This means that when monetary policy-makers occasionally go out of their way
to say, speaking in general terms, that bringing inflation back down from above
target is easier than getting inflation up from below target when the policy rate is
stuck at the Zero Lower Bound (ZLB), they are not wrong as a general matter, but
something is being obscured (a third elision). Namely, that if the anchor slips, they
would not know how big and painful a recession would be needed to restore it.

Those were the implied stakes when, in late February 2023, the president of
the New York Fed, who is vice chair of the Federal Open Markets Committee, said
‘our job is to make sure we restore price stability’ (emphasis added).!! That was not
the same as saying that inflation is too high and must be brought down but that
underlying nominal trends remain consistent with price stability; and, given the
speaker’s experience and credentials, I discount the possibility that the vice chair
misspoke. Instead, the word ‘restore’ plainly implied that price stability needed
to be restored; ie, that, along the way of operating a gradualist rate strategy, the
anchor had slipped. By contrast, in Lan€’s slightly earlier Financial Times interview,
he carefully stressed that euro area inflation expectations were still anchored.
That matters enormously, because any plausible justification of the ECB’s own
gradualist strategy has depended on exactly that.

2.3. The Hazards in ‘Forward Guidance’

Much of that discussion is related to the phenomenon known as forward guidance]
on which there is more to be said (not all of it good) than can be managed here.

100f course, that judgement includes assessing where the actual and yield-curve implied risk-free
real rate (r) is relative to the neutral real rate (the notorious r*) that prevails when the economy is,
broadly speaking, in balanced equilibrium. But while r* is never directly observable, for a quarter of
a century central bankers and others have been able to measure r with confidence. When the anchor
is slipping, that becomes a lot more difficult. The sheer scale and persistence of QE has, meanwhile,
probably distorted signals from bond yields, which in more normal times act as an independent (albeit
erratic) conscience for monetary policy-makers by pricing expected inflation and inflation risk premia
(compensating for uncertainty about future inflation) into nominal bond yields. I do not discuss here
the effects of so-called quantitative tightening (QT) on this or on the other issues I explore.

1 Reuters, ‘Fed is “absolutely” committed to 2% target, Williams says’ (22 February 2023) www.
reuters.com/markets/us/fed-is-absolutely-committed-2-inflation-target-williams-says-2023-02-22.
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First, it is vital to distinguish between, on the one hand, what has come to be known
as Odyssean forward guidance when policy rates are stuck at the ZLB and, on the
other hand, statements about future policy when nominal rates are no longer stuck
at the ZLB, casually known as Delphic. That vital distinction has been blurred,
elided or for a while just junked.

In Odyssean mode, the policy-maker is trying to commit to keep policy
rates low for too long; ie, beyond the point of economic recovery and a return
of underlying inflation to (or above) target. But the same sounds and scribbles -
‘forward guidance’ - have come to be employed habitually when, freed from the
ZLB constraint, policy-makers are merely talking about what they are going to
do. The first is a commitment, the second a prediction, and so they obviously
do not have anything like the same analytical grounding. This fourth elision,
moreover, is costly because policy-makers’ unqualified predictions about their
future choices are unreliable, not for any nefarious reason but because they do
not know what is going to happen in the world. They do not know which known
risks will crystallise, and which shocks will take them completely by surprise
(unknown unknowns).

That being so, I would urge policy-makers to talk less about themselves, and
more about the economy: about the economic outlook, with its many uncertain-
ties, and about whether they judge the risks to the outlook for growth and for
inflation to be symmetric or skewed, and why.

I urge that partly because Delphic guidance can impair the quality of decision
making. Guidance of either variety cannot work unless there is a stable super-
majority in a policy committee. If Guidance issued today is vulnerable to being
dropped or changed at a future meeting because, say, just one member has changed
his or her mind, and that possibility is widely understood, the initial guidance
(now lower case) will be given little weight. Indeed, Odyssean Guidance is, in
practice, absolutely pointless without a stable super-majority.

But after years of Odyssean Guidance, it was hard for financial market
participants and others to grasp that Delphic Guidance is different. They found
that hard because central bankers and their closest commentators continued to use
the words forward guidance. Same words, same meaning, yes? No.

As they bumped into those contradictions, leading central banks, very
much including the ECB, tried to escape from their predicament by emphasising
that policy would be ‘data dependent’. And so, by God, it should be, because it
is only by analysing an eclectic set of data - official statistics on the real econ-
omy, the monetary aggregates and other indications of nominal trends, surveys,
anecdote - that one has any hope of making tolerably sound judgements about
the economic outlook. It is a practice where policy-makers need to spend a lot
of their own time scrutinising the conjunctural data, and thinking about how
they fit together given various possible understandings (models) of how the
economy works.
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But policy-makers are finding it hard to stick to a (second-order) promise of
being data dependent, which, under any ordinary understanding, would mean
not making decisions until they have received all the data due out before the next
formal policy meeting. That precludes revealing before a meeting what will be
decided at that meeting, which, to pick only one example, is what the ECB seemed
to do when, in mid-February 2023, it said that the policy rate would be raised by
50 basis points at the meeting to be held roughly a fortnight later.'? In other words,
policy seemed to be decided before all the data were in, so it was not easy to be
convinced that policy choices depended wholly on the data, as not a few commen-
tators pointed out at the time.

What, I think, may be going on here is partly the corrosive habit-
persistence after years of forward guidance to which I have already alluded,
but also partly a mode of making policy decisions via negotiations among
members rather than collective deliberation. If anything akin to negotiation is
the main mode of operation, a policy committee’s leader(s) would rationally
want to announce a deal once they have clinched one they can live with. This,
I should say, is how the Fed seems to have operated at times over the past
decade, and I hardly think it has more to recommend it there than in Europe.
The underlying problem might be that both committees are too big, and that
regional Fed presidents in the US and national governors in Europe have
learned that, if the leader(s) wants consensus or at least a big majority, regular
members can advance their own preferred policy by, in effect, negotiating via
public speeches and interviews.

Anyway, it seems to me that continuing to use ‘forward guidance’ to imply that
policy will only gradually reach the point of restraining demand can sometimes
amount to deferring necessary action. That would be an exercise in hope: the tech-
nical hopes of staff seduced by DSGE models in the service of the political hopes
of policy-makers interested in promising, say, inclusive growth (a worthy objective
for elected politicians using their fiscal instruments).

While that predicament was perhaps most obvious at the Federal Reserve,
there seemed to be an element of it at the ECB too. On both sides of the Atlantic,
a previous generation would have quickly raised the policy rate to be restrictive
in order to maintain the anchor, and might by the time of my writing
(spring 2023) even have reached the point of beginning to ease the degree
of restraint on demand. Instead, we might only now be entering the phase of
restrictive policy.

The interesting question about this apparent shift in sentiment towards taking
risks with inflation is, why? What can have induced independent policy-makers to
loosen the binds that lie at the heart of their existence?

12 Andrew Langley, ‘ECB’s Lagarde Reaffirms Intention for Half-Point March Hike' (Bloomberg,
15 February 2023) www.bloomberg.com/news/articles/2023-02-15/ecb-s-lagarde-reaffirms-intention-
to-hike-by-half-point-in-march.
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3. Incentives: Making Central Bank
Independence Work

That vital question brings us to incentives, and hence the conditions for independence
to work at all. The standard argument is rooted in the time-inconsistency
problem made famous, analytically, by Finn E Kydland and Edward C Prescott.!?
The argument is plausible enough intuitively: even assuming that elected politicians
consistently prioritise the electorate’s aggregate welfare, they will sometimes
exploit any short-term trade-oft between economic activity (or jobs) and inflation,
leading to higher medium-term inflation expectations without improving long-
run output. When features of the real world are introduced — notably, the tendency
of politicians to flip flop in their policy preferences — the arguments for not leaving
monetary policy in elected hands are fortified.

There is also a different kind of argument for independence - a constitutional
one. Since the monetary levers are always latently instruments of taxation (through
surprise inflation or deflation), the last people who should hold them are the
members of the elected executive (prime ministers, finance ministers, and so on)
as that would violate one element of the separation of powers that lies at the heart
of constitutional democracy: that taxation should be approved by a representative
assembly of some kind.!*

But those are both arguments — welfarist or constitutionalist - for not leaving
executive government free to run monetary policy. They say nothing about why
delegation to an independent body will work. Take, for example, a Rogofhian
conservative central banker: why wouldn’t the politicians appoint someone who
looked ‘conservative’ but, when it came to it, wasn’t, because in fact they were an
ally of the politician. Or take a Walshian contract: why would the politician choose
to enforce the contract against the erring central banker if the politician benefitted
from the economic and credit boom; and since the politician might not enforce
the contract, why wouldn’t inflation expectations reflect that?!> Both prescriptions
are vulnerable to the time-inconsistency problem merely being relocated, as
pointed out many years ago by the late Ben McCallum.!® This poses a challenge to
Larry Summers’ important statement at the beginning of the 1990s that ‘institutions
[can] do the work of rules, and monetary rules should be avoided; instead,

institutions should be drafted to solve time-inconsistency problems’!

BFinn E Kydland and Edward C Prescott, ‘Rules Rather than Discretion: The Inconsistency of
Optimal Plans’ (1977) 85 The Journal of Political Economy 473.

1 Tucker, Unelected Power 287-92. When I first discussed this with the late Alberto Alesina, he was
kind enough to say that he had not come across this argument before, and agreed with it.

1>Kenneth Rogoff, “The Optimal Degree of Commitment to an Intermediate Monetary Target’
(1985) 100 Quarterly Journal of Economics 1169. Carl E Walsh, ‘Optimal Contracts for Central Bankers’
(1995) 85 American Economic Review 150.

16 Bennett T McCallum, ‘“Two Fallacies Concerning Central Bank Independence’ (1995) 85 American
Economic Review 207.

17 Lawrence Summers, ‘Panel Discussion: Price Stability: How Should Long-term Monetary Policy
Be Determined?’ (1991) 23 Journal of Money, Credit and Banking 625.
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How, exactly, can institutions do the work of rules? What does that depend on?
After all, the relocated commitment problem afflicts even the Kydland-Prescott
paper’s advocacy of rules: why would anyone stick to the rule? Identifying a
well-crafted rule that would be best (even optimal) if people stuck to it is not much
use if, once humans are allowed in, it will be set aside.

3.1. Prestige and Esteem, but for What?

Here we can turn to insights on incentive-compatible institutions. If delegation
to unelected central bankers is to do its work (and so be worth any legitimation
convolutions), it needs somehow to harness the incentives of the regime’s stewards,
and their political overseers, who are all flesh and blood men and women.

[lumination comes, I think, from some papers by the late Alberto Alesina and
Guido Tabellini.'® They posit a choice between a politician (who targets aggregate
welfare) and a technocrat (who is motivated by the esteem accruing to them if they
are seen successfully to deliver a delegated mandate). Armed with that distinction,
it becomes rational to delegate some kinds of task to the technocrat. The authors
say something about the particular conditions that must hold for that to make
sense in certain fields (eg, a time-inconsistency problem), but do not step back
to address the wider necessary preconditions for the economy of esteem to do its
work. I attempted to do that in Unelected Power.'

One precondition is that the political society must be capable of bestowing
esteem; an apparently innocuous point that has some punch. If the only measure
of prestige in a particular society is, say, wealth or perceived closeness to the ruler,
delegation is not going to work. This precondition amounts, therefore, to a society
needing to have multiple sources of prestige if monetary independence is to work
(a point that I suspect does not find its way into International Monetary Fund
(IMF) recommendations to a good chunk of the world).

A second precondition, which gets close to the bone today and opens up an
illuminating perspective on central banks taking on more and more functions, is
that appointed central bank leaders need to care (a lot) about the prestige accrued
from delivering the mandate, or foregone if they do not. Milton Friedman was half
onto something, but not what he thought, when in the early 1960s he claimed that
‘the two most important variables in [central bankers’] loss function are avoiding
accountability on the one hand and achieving prestige on the other’?’ What he

18 Alberto Alesina and Guido Tabellini, ‘Bureaucrats or Politicians? Part I: A Single Policy Task’
(2007) 97 American Economic Review 169.

19 Tucker, Unelected Power chs 5 and 6.

2 Letter from Milton Friedman to Stan Fischer, quoted in Stanley Fischer, ‘Rules versus Discretion
in Monetary Policy’ in Benjamin M Friedman and Frank H Hahn (eds), Handbook of Monetary
Economics, vol 2 (Amsterdam, Elsevier Science Publishers, 1990) 1155-84, 1181.
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missed is that, in some circumstances, exposing oneself to accountability can help
sharpen incentives, and so offers a route to prestige.

At this point, it is useful to unpack where those personal returns might
come from. There are two main sources: professional esteem from a dispersed
community of current and former central bankers, monetary economists and
other specialist commentators; and, separately, wider public prestige from the
political community itself (households as voters, but also the business and financial
communities). Delegation works to harness central bankers only if they do care
about such esteem and prestige.

Now imagine a central banker who has a public reputation for combatting,
say, climate change and inequality, and other social-justice causes. Maybe if
(steady state) inflation rises under their watch, they will not care much about
ignominy among those who do care about price stability (the Bild newspaper in
Germany, say) because their standing in the world is buttressed by their social-
justice credentials. And maybe, in our thought experiment, they do not much
care about the opinion of former central bankers and monetary economists since
they have never really been part of that professional-cum-epistemic commu-
nity. Alternatively, imagine a central banker whose key constituency of political
supporters cares most about lax regulation that permits their donors to thrive: a
kind of libertarian conservatism. In either case, and plenty of others, the harness
is not going to be tight enough to underpin the warrant for delegating responsi-
bility for price stability.

Put more broadly, delegation is unlikely to work as well as expected (or at least
hoped) if office holders have access to alternative sources of esteem and prestige.
Since the public interest depends on incentivising them to stick to and deliver the
central bank’s mandate, they have to desire prestige for and from that.

That poses a challenge if someone arrives in office already enjoying prestige
(for something else), or gains it while in office for something other than sticking to
and delivering the mandate (eg, for intervening in political issues or a devotion -
genuine or apparent — to good causes). Somehow, the political community needs
to put that prestige on hold, so as to orient the prestige-seeking office holder to
the mandate. Whether that is realistic might turn, I suggest, on the attitudes of the
relevant professional community, and on public attitudes toward that professional
community. If the office holder craves professional esteem, the harness might bite
notwithstanding pre-existing stardom. If not, and if the public do not think much
of the professional community (‘economists, with the word spat out in a certain
way), then the harness will be loose. In those circumstances, the best that can be
hoped for is that office holders care whether their prestige will be in jeopardy in
the longer run if they screw up.

Ironically, and maybe tragically, here we are back to short-termism. Delegation
to an insulated agency in order to sidestep the costs of political short-termism will
struggle to work if the office holders are motivated by short-term prestige (some-
times casually termed celebrity).
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3.2. Independence’s Achilles Heel: Esteem and Prestige for
Too Much

That economy-of-esteem account of the preconditions for effective monetary
delegation opens a window onto how independence can be undermined. Here
is how I put it in a piece for the IMF a few years ago (before headline inflation
took off):

It is important to remember that there have always been enemies of independence.
Within a rich repertoire for undoing an economy’s monetary constitution, they can
deploy two broad strategies, each with obvious and opaque variants.

One way to bring central banks to heel is through appointments. As seen recently in
the United States, that is not easy when favored candidates fall well short of the normal
credentials. More troubling are appointees who seem reasonable, excellent even, but
turn out to be discreetly committed allies of leading politicians. The most famous
case, also during turbulent times, is the former Fed chairman Arthur Burns, a leading
economist who put Richard Nixon’s 1972 reelection prospects ahead of the Fed’s
statutory mandate. No one should think that was the last example of a political outrider
occupying the monetary corridors.

The other way to undermine independence is through a change in mandate. The crude
variant involves simply voting to compromise or repeal the central bank law. That isn’t
easy, because it is highly visible. The subtle, almost paradoxical, strategy gives the central
bank more responsibility — so much so that any decent official would feel duty bound
to consult political leaders on how to use their extensive powers. The more central
banks acquiesce (even revel) in the ‘only game in town’ label, the easier it becomes for
politicians to give them more to do, and so undo them.?!

My analysis in Unelected Power suggested (but, given subsequent developments, I
now feel did not bring out sufficiently) that those two strategies are intertwined.
Independence is undermined by widening the mandate and appointing someone
who cares more about those other causes (or, more accurately, other sources of
prestige) than about the respect and standing that would come from delivering
monetary-system stability.

3.3. Application to the ECB

When applied to the ECB, this leads to some reasonably clear conclusions. First,
ECB policy-makers should not seek any credit for supporting any EU policies
(under the ECB’s second objective). Moreover, whenever supporting EU policies,
it would be important to explain publicly why particular actions fit under
the secondary treaty objective, and why the ECB was not making important

21 Paul Tucker, ‘On Central BankIndependence, Finance & Development (IMF, June 2020) www.imf.org/
en/Publications/fandd/issues/2020/06/paul-tucker-unelected-power-on-central-bank-independence.
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discretionary choices about the substance of EU policy or on how it bears on
the ECB’s operations. Second, and conversely, ECB policy-makers need willingly
to impale themselves on medium-term inflation expectations being securely
anchored to the 2 per cent inflation target.

And yet, it is more complicated than that, and here my tone will shift.

4. Why the ECB has the Hardest Job Among
Advanced-Economy Central Banks

There is something distinctive about the ECB, uncomfortably so. It is both more
and less than a normal central bank.??

4.1. Not a Regular Central Bank

The most obvious difference between the ECB and most of its notional peers is
that it is not established by ordinary legislation (passed by the EU Council and
Parliament, and revisable by them) but, rather, through a treaty among the EU’s
many member states (each with their own local ratification process, some involving
national referenda). In practice, therefore, the ECB’s independence is as deeply
entrenched as it is possible to get. As I have argued elsewhere, this implies that the
ECB’s functions ought to be even more narrowly constrained; ie, more constrained
than the regimes for central banks granted independence by ordinary legislation.?®
While legislators in the US, UK and Japan can alter the terms of their local
monetary regime if the Fed, Bank of England or Bank of Japan stretch themselves
too far in some perceived way, that is not feasible in Europe and so the binds need
to be stricter from the start.

In its enthusiasm to pursue wider functions - sometimes, but not always, carefully
wrapped in the language of providing ‘support’ for the EU’s other policies and
goals — the ECB cuts against this important condition for sustained legitimacy: not
only its own, but that of the EU institutions more generally.

4.2. Deep Entrenchment Combined with Incomplete
Economic Government

But the differences between the ECB and its ostensible peers run deeper than the
degree of its constitutional entrenchment, with profound implications. Unlike

22This section draws on Tucker, Unelected Power 393-94.
23 Paul Tucker, ‘How the European Central Bank and Other Independent Agencies Reveal a Gap in
Constitutionalism: A Spectrum of Institutions for Commitment’ (2021) 22 German Law Journal 999.
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those central banks serving national or federal democracies, the euro area’s central
bank does not work alongside a counterpart fiscal authority, let alone one elected
by the people.

Appearing to recognise this, the EU’s treaty-makers sought to substitute
discipline for discretion by enshrining a legal principle of ‘no bail outs’ for member
states participating in the monetary union. When it came to pass, however, that
proved to be mere parchment. While member state governments had short-term
incentives to sign up to ‘discipline, they did not have more enduring incentives to
abide by or enforce their agreement. So when the euro area faced an existential
crisis, the lack of confederal fiscal capabilities in elected hands left the ECB as the
only institution that could keep the currency union from shattering.

It is important to be clear about what this means: the ECB became the
existential guarantor of the European project itself. Not merely a mighty citizen,
but the essential citizen, the economic sovereign — a lot more than a normal
central bank.?*

4.3. Central Banking’s Grand Dilemma Writ Large

Here we confront an especially problematic version of central banking’s grand
dilemma. In its standard form, this is the problem of the Stackelberg (sequential-move)
game inscribed into the relations between a monetary authority and an elected
fiscal authority. Even where policy-makers share the view that an adverse economic
shock is best met with a combination of fiscal and monetary stimulus, the fiscal
policy-maker has strong political incentives to do nothing - thereby avoiding the
short-term political costs of carrying with them cabinet, donors, party base etc-
safe in the knowledge the central bank will strive to do more within the limits of
its mandate.

But the ECB faces this problem on a giant scale almost unknown to regular
central banks.?> Since there is no conventional fiscal authority for the euro area,
it finds itself synthesising one, under the rubric of monetary policy, whenever the
economic—financial pillars of the Union are crumbling.

Thus, the ‘grand dilemma’ becomes gruelling, leaving the ECB with a job
immeasurably more difficult than that of its supposed peers. Because the ECB’s
independence is so deeply entrenched, its functions should (normatively, ie, given
Europeans’ deep political values) be tightly constrained. Because it lacks a fiscal
counterpart, the opposite is inevitable in practice. The deep value of constitutional
propriety and the imperative of preserving the people’s welfare meet in headlong

24The language ‘economic sovereign’ echoes the notorious and morally repugnant Carl Schmitt, who
argued that the actor who declares a state of exception is the true sovereign, and that that is always the
executive branch of government (as the only 24/7 branch).

%1 include the qualification ‘almost’ because the Federal Reserve faces a diluted version of the
predicament given Congressional sclerosis.
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collision. Both in terms of constitutional politics and quotidian politics, therefore,
the ECB’s greatest challenge is to navigate itself back toward the proper role of
technocratic trustee for monetary-system stability.

It is hard to see how that can be accomplished without a deepening of the
economic union - to some degree of fiscal union - in ways that are unpalatable
for some member states. For constitutionalists, the choice lies between living with
an overmighty central bank (underpinning a fragile currency union through its
quasi-fiscal powers) or, alternatively, returning technocracy to its proper place but
within a deeper economic union built on incentive-compatible foundations.

Meanwhile, the ECB’s leaders, knowing they are the emergency cavalry, are not
incentivised to be pre-emptive against inflation in a single-minded ‘no risks with
the anchor’ way, because they must always consider whether an abrupt tightening
of monetary and credit conditions could bring about a crisis among euro area
members with cyclical or structural financing vulnerabilities.?® It puts the ECB
beyond any normal conception of a central bank, landing its leaders with a quite
extraordinarily difficult job.

5. Summing up

The central background thought behind this chapter is the following: inflation,
meaning persistent inflation, is always and everywhere a political economy
phenomenon.

Friedman’s famous statement about inflation being always a monetary phenom-
enon is true, but lies one step forward from the underlying problem. At the time
of writing in spring 2023, we do not yet know whether the high inflation of recent
years will persist or, if inflation does fall back, whether it will settle in line with or
above target. If it does remain above target, the roots of the predicament will lie
in flawed incentives: in the incentives of the monetary regime’s designers, or of
the regime’s central banker stewards, or of those who appoint those stewards, or
of those who oversee the stewards, or even of commentators, or some complex
combination of some or all of those. We wait and see (and of course hope).

Given that basic proposition, the chapter’s morphology of central bankers’
incentives and interests underlines the importance of some welfare-oriented
principles for the design of independent central banks. First, their functions
and responsibilities must be as narrow as possible, as otherwise their leaders
have too many routes to esteem and prestige. I believe the mandate should be

26 Perhaps the new instrument for handling fragmentation crises, the Transmission Protection
Instrument, will alter this dynamic, which would be a major achievement since, among other things,
it would remove the shackles on monetary policy. But one could imagine that policy-makers might
still be cautious about imposing monetary-policy shocks via sharper tightenings because until there
is a crisis, they cannot be sure the new tool will work as intended. These are, to be clear, weighty
judgements.
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monetary-system stability, which includes the stability of the private part of the
monetary system, but not more.?’

Second, they need objectives that can be understood and tracked by interested
members of the public, so that their personal ambitions cannot be achieved by
self-declaratory success. Precisely because the price-stability objective is framed
as a quantified target for inflation (typically 2 per cent), observers can see that
outcomes have been miles away from target, and the central bankers have
accordingly been taking a lot of public heat, personally. Although one takes zero
pleasure in observing this, that shows that that part of the regime is working as
intended.

In a way, it has been a reminder to central banks in general, and the ECB in
particular, to attend to the core of the mandate: achieving price stability via a secure
anchor for medium-to-long-term inflation expectations. The single-mindedness
which that demands will, however, continue to be tested by the need for vigilance
regarding the stability-cum-integrity of the euro area itself.

That is because, as was understood by many from its founding, the designers
of Europe’s monetary union faced conflicting incentives they could not reconcile:
to push the European project forward by introducing a single currency, but not to
push it so far forward that, via establishing some kind of fiscal union, a political
union loomed around the next corner before the peoples of Europe clearly wanted
or could support it. The upshot is a fragility that the ECB’s leaders have to remember,
and navigate, every second of every day.

So, the answer to my headline question is: ‘No, the ECB is not focused above
all else on maintaining price stability, and that is a bad thing, but how could things
be otherwise after everyone realised that the ECB is the de facto emergency fiscal
authority the European projects architects understandably hesitated to create
elsewhere’

That mitigation is not a licence to branch out beyond central banking, or to
be casual about shocks to underlying inflationary trends. But it does introduce a
constraint that is not faced by other central banks. Given the geopolitical situation,
the last thing the West needs is another euro area crisis.?®

Finally, it should be stressed that it is easier to make these various judgements
as an observer than as an actor. But perhaps that is why, at least in aspiration, they
might be of some slight use to those carrying such great responsibilities in such
extraordinary times.

27 Tucker, Unelected Power ch 20.
28 See Tucker, Global Discord part V.
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Inventing the Asymmetrical
Monetary Union

CHRISTIAN NEUMEIER*

From the perspective of monetary economics, little seemed to suggest the foundation
of the European Economic and Monetary Union (EMU) by the Maastricht Treaty
in 1993. Establishing a monetary union without a relevant fiscal capacity, without
automatic stabilisers,! and without a common economic policy was not something
many economists would have recommended. Labour mobility was comparatively
low and national economies still diverged significantly. Scholars of optimum
currency areas (OCA), then and now the prevalent theoretical framework to assess
potential monetary unions, publicly warned against monetary integration without
further fiscal and economic integration.? Even those who otherwise disagreed
with the broadly Keynesian foundation of OCA were wary. Contemporary critics
ranged from Paul Krugman to Milton Friedman, from Barry Eichengreen to
Ronald Reagan’s chief economic adviser Martin Feldstein and German ordoliberal
economist (and later chief economist of the ECB) Otmar Issing, who called the
EMU a ‘phantom’?

*1 would like to express my sincere gratitude to Wilhelm Schonfelder and Peter Wilhelm Schliiter
for their kind openness to revisit the past. I am also grateful to the staff at the Political Archive of the
Federal Foreign Office for their assistance. The text has benefitted from critical comments by Antonia
Craven, Piers Ludlow, Florian Meinel, Luuk van Middelaar, Frank Schorkopf, Paul Tucker and Ruth
Weber.

! Automatic stabilisers are fiscal mechanisms such as an unemployment insurance or a progressive
income tax which automictically adjust to recessions, see Paul De Grauwe, Economics of Monetary
Union, 13th edn (Oxford, Oxford University Press, 2020) 13.

2De Grauwe, Economics of Monetary Union 24; Francesco Paolo Mongelli, “The OCA theory and the
path to EMU’ in Marco Buti et al (eds), The Euro: The First Decade (Cambridge, Cambridge University
Press, 2010) 115-42. For a critique, see Waltraud Schelkle, The Political Economy of Monetary Solidarity
(Oxford, Oxford University Press, 2017) 19-27.

3 Paul Krugman, ‘Policy problems of a monetary union’ in Paul De Grauwe and Lucas Papademos
(eds), The European Monetary System in the 1990s (London, Longman, 1990) 48-64, less critical about
asymmetry, however, than in his later appraisal in ‘Revenge of the Optimum Currency Area’ (2013) 27
NBER Macroeconomics Annual 439; Milton Friedman, ‘The Euro: Monetary Unity to Political Disunity’
(Project Syndicate, 28 August 1997); ¢f Antonio Martino, ‘Milton Friedman and the Euro’ (2008)
28 Cato Journal 263; Barry Eichengreen, ‘Is Europe an Optimum Currency Area?’ in Silvio Borner and
Herbert Grubel (eds), The European Community after 1992 (Basingstoke, Macmillan, 1992) 138-64,
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For historians (or anyone) thinking about European monetary integration, the
asymmetry between the monetary and the economic side of the EMU presents
one of its primary puzzles. Why would member states adopt a structure which
many prominent economists opposed so adamantly? When, how and why did
the asymmetrical monetary union (AMU) emerge as a concept? Who invented
this unlikely and daring form of monetary union? Despite their general richness,
existing historical accounts of the EMU have not focused on the concep-
tual history of asymmetry (section 1). This chapter will attempt to close this
gap. It identifies a memorandum published by Germany’s foreign minis-
ter Hans-Dietrich Genscher in the spring of 1988 as the conceptual origin of
asymmetry (section 2). The chapter will explore the making of the memorandum
(section 3) and its theoretical foundation (section 4), before briefly tracing how
it began to shape government policy and the contours of monetary integration
(section 5).

1. A Question Still Unanswered

The asymmetry between monetary integration on the one hand and economic and
fiscal integration on the other hand is the defining characteristic of the Maastricht
Treaty.? According to its original design, the European economy was to be
governed mainly by the four market freedoms and whichever national economic
and fiscal policies member states would adopt within the bounds of the fiscal
rules established by Art 126 of the Treaty on the Functioning of the European
Union (TFEU). While the Maastricht Treaty established some fora for policy
coordination between member states and endowed the European Commission
with monitoring powers, a set of fiscal rules for member state budgets was
considered the most important piece of common economic government. Many
observers have argued that this arrangement proved to be beset with fundamental
problems. It is identified by many as the underlying cause for the structural
imbalances between member states that fuelled the European debt crisis.” It is

reprinted in Barry Eichengreen, European Monetary Unification (Cambridge, MA, MIT Press, 1997)
51-71; Martin Feldstein, “The Political Economy of the European Economic and Monetary Union:
Political Sources of an Economic Liability’ (1997) 11 Journal of Economic Perspectives 23; Otmar Issing,
‘Europiéische Notenbank - ein Phantom’ Frankfurter Allgemeine Zeitung (Frankfurt am Main, 12 March
1988) 13. For a nuanced discussion see De Grauwe and Papademos, The European Monetary System.

4 ¢f Barry Eichengreen, ‘Sui Generis EMU’ in Buti et al, The Euro 72-101.

° Adam Tooze, Crashed: How a Decade of Financial Crises Changed the World (London, Allen Lane,
2018) 91; Mark Copelovitch, Jeffry Frieden and Stefanie Walter, “The Political Economy of the Euro
Crisis’ (2016) 49 Comparative Political Studies 811; Erik Jones, ‘Getting the Story Right: How You
Should Choose between Different Interpretations of the European Crisis (And Why You Should Care)’
(2015) 37 Journal of European Integration 817; Krugman, ‘Revenge’; Peter A Hall, “The Economics and
Politics of the Euro Crisis’ (2012) 21 German Politics 355. c¢f Christos Hadjiemmanuil, “The Euro Area
in Crisis 2008-18 in Fabian Amtenbrink, Christoph Herrmann and René Repasi (eds), The EU Law of
Economic and Monetary Union (Oxford, Oxford University Press, 2020) 1252-362.
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blamed for the slow response to the financial crisis in 2008-2010 which brought
the eurozone close to the point of collapse. When the crisis was finally averted,
asymmetry, its critics argue, hampered economic growth and led to a recovery
that was considerably slower than in the United States.°

1.1. Explaining Economic and Monetary Union

If ‘why asymmetry?’ is the obvious historical question to ask, one would assume
that historians must already have explored its conceptual origins in more than
sufficient detail. Surprisingly, this is not the case. There is a rich historical litera-
ture on why the EMU came about and how it took shape in the run-up to the
Maastricht Treaty. Basically, scholars have offered three different historical expla-
nations for the EMU.” They all offer rich insights and explain important aspects of
the EMU. None of them, however, answers the more specific question of how and
why asymmetry emerged as a concept. Existing accounts explain very convinc-
ingly why there would be some kind of monetary union at the end of the 1980s but
less so why member states opted for the very specific and, as it soon turned out,
fragile monetary union of the Maastricht Treaty.?

First, there is the still popular idea that the EMU was a political price to be
paid by Germany for its reunification.’ This account faces two objections. For one,
it is not supported by the timeline of events. Reunification certainly facilitated
the conclusion of the Maastricht Treaty. In particular, it played a role in the early
agreement at the European Council meeting in Strasbourg in December 1989 on

¢De Grauwe, Economics of Monetary Union 233.

70Of course, these explanations are not mutually exclusive. Any satisfactory historical account
of the EMU will have to consider a number of factors ranging from the structural economic forces
which pulled member states towards monetary union, the various national interests which made it
politically plausible to enter into a monetary union, the specific actors at the helm of national govern-
ments, to the intellectual groundwork for monetary union which had been laid over 30 years of nearly
constant discussion about monetary integration in the European Community. For a collection of
views, see Michael Gehler and Wilfried Loth (eds), Reshaping Europe: Towards a political, economic
and monetary union 1984-1989 (Baden-Baden, Nomos, 2020); Amy Verdun (ed), The Euro: European
Integration Theory and Economic and Monetary Union (London, Rowman & Littlefield, 2002). Harold
James, Making the European Monetary Union (Cambridge, MA, Harvard University Press, 2012) 211
identifies four main explanations: European ‘identity politics’; ‘political entrepeneurship on part of the
EC Commission’; ‘a power struggle between nation-states’; and ‘financial globalization’

8 Paul De Grauwe, ‘The Fragility of the Eurozone’s Institutions’ (2010) 21 Open Economies Review
167; Orkun Saka, Ana-Maria Fuertes and Elena Kalotychou, ‘ECB Policy and Eurozone Fragility:
Was De Grauwe Right?’ (2015) 54 Journal of International Money and Finance 168.

°David Marsh, The Euro: The Politics of the New Global Currency (New Haven, CT, Yale University
Press, 2009) 133; Karl Kaltenthaler, Germany and the Politics of Europe’s Money (Durham, NC, Duke
University Press, 1998) 69; Loukas Tsoukalis, The New European Economy Revisited, 3rd edn (Oxford,
Oxford University Press, 1997) 170. The main historical source for the claim appears to be the diary of
one of Mitterrand’s advisers, see Jacques Attali, Verbatim: Chronique des années 1988-1991, vol 3 (Paris,
Fayard, 1995). The accuracy of these notes is disputed. For a balanced critique of the claim, see Andreas
Rodder, Deutschland einig Vaterland: Die Geschichte der Wiedervereinigung (Miinchen, Beck, 2009) 264.
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a fixed rather than a flexible date to begin negotiations for the common currency
in earnest.!” There is also ample evidence that Chancellor Helmut Kohl as well as
foreign minister Hans-Dietrich Genscher, like most of their predecessors, held a
deep and genuine conviction that German reunification would only be possible
within a larger process of European integration.!! Both truisms, however, hardly
explain the specific contours of the EMU, which began to take form as early as
1988, when German reunification, albeit being a political aim of the Kohl govern-
ment, was hardly seen as more than a mere possibility in the mid-term future.
In 1987, the German government had for some time tried to hold out monetary
integration in return for greater military cooperation with the French, without
much success. That was obviously a very different bargain and a failed one, too.'?
In addition, this first explanation is also misleading, as it seems to suggest that
the EMU was not in Germany’s interest per se and was therefore opposed by the
German public - after all, it was a price to be paid.!® Largely based on some opin-
ion polls after the Maastricht Treaty was long concluded, this assumption ignores
the strength of public sentiment and economic interests which favoured monetary
integration. The EMU enjoyed widespread contemporary support in parts of the
German business and banking community, which lobbied quite vigorously for a
monetary union.!* Even labour unions were traditionally pro-European.!> More
importantly, as I will argue, this first explanation neglects that it was in fact the
German government who put forward the conceptually decisive initiative for
the asymmetrical version of a monetary union long before reunification was on
the agenda.

The second prominent explanation for the EMU emphasises the long-term
structural forces which pulled member states of the European Community into a

19For an analysis of the negotiation process, see Kenneth Dyson and Kevin Featherstone, The
Road to Maastricht: Negotiating Economic and Monetary Union (Oxford, Oxford University Press,
1999); Colette Mazzucelli, France and Germany at Maastricht: Politics and Negotiations to create the
European Union (New York, NY, Garland, 1997); Wilhelm Schénfelder and Elke Thiel, Ein Markt -
Eine Wihrung: Die Verhandlungen zur Europdischen Wirtschafts- und Wihrungsunion (Baden-Baden,
Nomos, 1994); David ] Howarth, The French Road to European Monetary Union (Houndmills,
Palgrave, 2001). For an extensive critique of the premise that France was opposed to reunification, see
Tilo Schabert, Wie Weltgeschichte gemacht wird: Frankreich und die deutsche Einheit (Stuttgart, Klett-
Cotta, 2002).

" Helmut Kohl, ‘Europa und die deutsche Frage’ (1981) 20 Lutherische Monatshefte 261, reprinted
in Peter Hintze and Gerd Langguth (eds), Helmut Kohl: Der Kurs der CDU (Stuttgart, Deutsche
Verlagsanstalt, 1993) 199-204. For Genscher’s position on Europe, see n 59 below.

12 ¢f Frédéric Bozo, ‘In search of the Holy Grail: France and European Monetary Unification
1984-1989’ in Gehler and Loth, Reshaping Europe 283-330, 300; Ulrich Lappenkiiper, Mitterrand und
Deutschland: Die entritselte Sphinx (Miinchen, Oldenbourg, 2011) 236.

13 The claim is therefore often taken up by anti-euro propagandists, see Roland Vaubel, Das Ende der
Euromantik (Wiesbaden, Springer, 2018) 1-18.

“For a nuanced overview, see Kaltenthaler, Germany 75; Henrik Meyer, Deutsche Europapolitik
unter Helmut Kohl: Die Auswirkungen des politischen Umfeldes auf die Integrationsbereitschaft der
Bundesregierung (Berlin, Késter, 2004) 191; Stefan Fréhlich, Helmut Kohl und die deutsche AufSenpolitik
(Paderborn, Schoningh, 2001) 246.

15Wolfgang Streeck, More Uncertainties: West German Unions Facing 1992 (Berlin, WZB, 1990).
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monetary union.'® According to this view, the EMU is best explained as a spill-over
effect of the European Single Act. In 1986, when member states agreed to abolish
all capital controls by 1992, they effectively had little choice other than establish-
ing a monetary union soon after. The unimpaired free movement of capital agreed
in the Act, so the argument goes, would have likely unleashed disparities between
national currencies which the European Monetary System (EMS) could not have
coped with. This explanation mirrors neo-functionalist accounts of European
integration as well as a contemporary narrative of the Commission which was
eager to portray monetary integration as inevitable.!” It is ultimately underpinned
by an economic argument: Marcus Fleming and Robert Mundell’s famous ‘impos-
sible trinity} first formulated in the early 1960s.!® It shows that it is impossible
for a country to have (a) fixed exchange rates, (b) no capital controls, and (c) an
independent monetary policy at the same time. In 1987, this theorem came to the
fore again, when it was prominently applied to the European Community by an
expert commission established by the European Commission and chaired by the
integrationist Italian economist Tomasso Padoa-Schioppa.!® Based on this analy-
sis, member states of the European Community faced a simple choice. If they went
along with abolishing nearly all forms of capital controls, they could either (a) live
with (possibly wildly) floating exchange rates or (b) forego an independent mone-
tary policy and form some kind of monetary union. As fluctuating exchange rates
seemed more undesirable than the alternative, this naturally led to the conclu-
sion that they should enter into a monetary union. But a monetary union could
come in a variety of forms. However convincing this second explanation might be
in principle, it does not readily explain the conceptual origins of the asymmetric
shape of the EMU.

The same is true for the third prominent explanation, which is based on the
political economy of a monetary union. It argues that at the end of the 1980s,
national economic interests converged so as to make the EMU a plausible step

16 Richard E Baldwin and Charles Wyplosz, The Economics of European Integration, 6th edn (London,
McGraw-Hill, 2020) 20; N Piers Ludlow, ‘European Integration in the 1980s: On the Way to Maastricht?’
(2013) 19 Journal of European Integration History 18; Andreas Wirsching, ‘Stationen auf dem Weg nach
Maastricht’ (2003) 10 Historisch-Politische Mitteilungen 261; Tsoukalis, The new European economy
revisited 164.

7For a critique, see Barry Eichengreen, ‘A More Perfect Union? On the Logic of Economic
Integration’ in Barry Eichengreen, European Monetary Unification (Cambridge, Mass, MIT Press, 1997)
247-69.

18 Robert A Mundell, “The Monetary Dynamics of International Adjustment under Fixed and Flexible
Exchange Rates’ (1960) 74 The Quarterly Journal of Economics 227; ] Marcus Fleming, ‘Domestic
Financial Policies under Fixed and under Floating Exchange Rates’ (1962) 9 IMF Staff Papers 369.
¢f James M Boughton, ‘On the Origins of the Fleming-Mundell Model’ (2003) 50 IMF Staff Papers 1.

Y Tommaso Padoa-Schioppa, Efficiency, Stability, and Equity: A strategy for the evolution of the
economic system of the European community - a report (Oxford, Oxford University Press, 1987) 18;
cf Fabio Masini, “Tommaso Padoa-Schioppa: EMU as the Anchor Stone for Building a Federal
Europe’ in Kenneth Dyson and Ivo Maes (eds), Architects of the Euro (Oxford, Oxford University
Press, 2016) 193-211; Ludlow, ‘European Integration’ 18; Tsoukalis, The New European Economy
Revisited 164.
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to take.?’ Germany, with its economy heavily dependent on exports, had a vital
economic interest in locking in its European competitors into a system of fixed
exchange rates, so that they could no longer devalue their currencies to become
more competitive.?! France, on the other hand, had a vital economic interest in
breaking the monetary dominance of the Deutsche Mark and gaining a seat at
the table of monetary policy making again, after seeing the Banque de France
being forced to more or less follow the decisions of the Deutsche Bundesbank
for almost a decade.?? Countries with traditionally higher rates of inflation
could possibly break inflationary cycles and benefit from lower interest rates for
government bonds by entering into a monetary union.?* One could go through
the list of member states and stake out their respective interests and motiva-
tions. Doing so again provides good reason why there could be a monetary
union at that historical juncture — without explaining asymmetry. To provide
this more specific explanation, one would need to demonstrate that not only did
interests converge on a monetary union but how they converged on asymmetry
specifically.

A fourth influential account claims that the EMU is best understood as a
neoliberal arrangement, another instance of the great triumph of neoliberal
thought in the 1980s and 1990s.24 There is indeed a strand in neoliberal thought
on ‘competitive federalismy’ that advocates for elements that, taken together, would
not be too dissimilar to some of the arrangements of the Maastricht Treaty.2> The
theory of competitive federalism is, however, not germane to monetary unions.
More importantly, the discretionary powers of the ECB at the heart of the EMU
run directly contrary to neoliberal ideals of monetary policy. Noting a similarity in
parts is therefore different from demonstrating that ‘neoliberalism’ is conceptually
responsible for the EMU.

20 Andrew Moravcsik, The Choice for Europe: Social Purpose and State Power from Messina to
Maastricht (Ithaca, NY, Cornell University Press, 1998) 379; Philip Manow, Social Protection, Capitalist
Production: The Bismarckian Welfare State in the German Political Economy 1880-2015 (Oxford, Oxford
University Press, 2020) 114; Malcolm Levitt and Christopher Lord, The Political Economy of Monetary
Union (New York, NY, St. Martin’s Press, 2000). cf Femke van Esch, ‘Why States Want EMU: Developing
a Theory on National Preferences’ in Verdun, The Euro 51-68.

21 QOrfeo Fioretos, “The Domestic Sources of Multilateral Preferences: Varieties of Capitalism in
the European Community’ in Peter A Hall and David Soskice (eds), Varieties of Capitalism (Oxford,
Oxford University Press, 2001) 213-46, 235.

22Howarth, The French Road 118.

2 James, Making the European Monetary Union 220; Manow, Social Protection 130.

24Kathleen R McNamara, The Currency of Ideas: Monetary Politics in the European Union (Ithaca, NY,
Cornell University Press, 1998); Lloy Wylie, EMU: A Neoliberal Construction’ in Verdun, The Euro
69-90; ¢f Thomas Biebricher, The Political Theory of Neoliberalism (Stanford, CA, Stanford University
Press, 2018) 191.

%James M Buchanan, ‘Competitive Federalism by Default’ in Charles B Blankart and Dennis C
Mueller (eds), A Constitution for the European Union (Cambridge, MA, MIT Press, 2004) 25-35; James M
Buchanan and Dwight R Lee, ‘On a Fiscal Constitution for the European Union’ (1994) 5 Journal des
Economistes et des Etudes Humaines 219; cf Biebricher, The Political Theory of Neoliberalism 55.
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1.2. The Puzzle of Asymmetry

However sophisticated and nuanced current historical explanations of the EMU
are (and they are more nuanced than I could portray them in my slightly stylised
account), they do not fully explain the conceptual origins of asymmetry. This is not
to suggest that they are not helpful or even wrong. While the narrative of a grand
bargain between France and Germany that exchanged the EMU for reunification
is unable to contribute much to the explanation of the AMU, the spill-over argu-
ment and the political economy account each provide an important foundation for
understanding the dynamics at the end of the 1980s. Still, there is an explanatory
gap in our understanding of how and why asymmetry came about - and it is a very
puzzling one, too, for a number of reasons:

(1) Asithas already been noted at the outset, there was no fully-fledged economic
theory for asymmetry before the Maastricht Treaty was concluded. Nor has one
been developed since (as far as I can see).2® There was an argument that asym-
metry might just work.?”” But most economists across the ideological spectrum

were deeply critical and voiced their assessment in no uncertain terms. They

talked about ‘Alice in Euroland;, ‘voodoo economics, and ‘a danger for Europe’?®

To be clear, this is not to claim that there were no contemporary economic
arguments for the Euro as such. Of course, some economists argued for a
common currency at the time and most still do.?® But to agree with the idea of
a common currency in general is very different from offering a comprehensive
theoretical justification for the asymmetrical features of the EMU. Just as simply
defending certain elements of the status quo is not equivalent to a comprehen-
sive justification of the AMU. To better understand this difference, it might be
helpful to spell out what a comprehensive justification would require. To defend

26But ¢f Roel MW] Beetsma and A Lans Bovenberg, “The Optimality of a Monetary Union without a
Fiscal Union’ (2001) 33 Journal of Money, Credit and Banking 179.

% Tommaso Padoa-Schioppa, “The EMS is not Enough: The Need for Monetary Union’ (October 1987)
in The Road to Monetary Union in Europe (Oxford, Oxford University Press, 2000) 93-110, 103-06.
¢f Daniel Cohen, ‘The costs and benefits of a European currency’ in Marcello de Cecco and Alberto
Giovannini (eds), A European Central Bank? (Cambridge, Cambridge University Press, 1989) 195-208
and the scathing critique by Alberto Alesina in the same volume, 209-11.

28Willem H Buiter, ‘Alice in Euroland’ (1999) 37 Journal of Common Market Studies 181; Willem
H Buiter et al, ‘Excessive Deficits: Sense and Nonsense in the Treaty of Maastricht’ (1993) 8 Economic
Policy 57; Willem H Buiter, ‘De budgettaire voodoo van Maastricht’ (1992) 18 Economisch Statistische
Berichten 268; Barry Eichengreen, ‘“The political economy of fiscal policy after EMU’ (1992) Center
for International and Development Economics Research Working Paper No. C92-00. In 1992, 60 then
prominent German economists signed a public letter calling the Euro ‘A Danger for Europe, published
under the hardly less dramatic title ‘Die EG-Wahrungsunion fithrt zur Zerreiflprobe’ Frankfurter
Allgemeine Zeitung (Frankfurt am Main, 11 June 1992) 15.

2 For a collection of contemporary arguments by the Commission, see Michael Emerson, Daniel Gros
and Alexander Italianer, One market, one money: an evaluation of the potential benefits and costs of form-
ing an economic and monetary union (Oxford, Oxford University Press, 1992); European Commission
(ed), The economics of EMU: Background studies for ‘One market, one money’ (Luxembourg, Office for
Official Publications of the European Communities, 1991); Daniel Gros and Niels Thygesen, European
Monetary Integration (London, Longman, 1992).
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the AMU, one would need to argue that separating monetary from fiscal and
economic policy is not only feasible but rather more advisable on economic
and/or political grounds. While historically, one could make a secondary argu-
ment that (1) asymmetry was the only structure available politically at the time
and (2) that an asymmetrical monetary union with all its problems was still
preferable to no monetary union at all, that does not justify the status quo. It
is therefore not an argument for asymmetry that the Euro has facilitated trade
or might have otherwise yielded beneficial economic consequences. The same
is true for those who defend the fiscal rules of the AMU with arguments about
moral hazard and would prefer them to be even stricter. Regardless of whether
this is a good argument, it is an argument only for one element of the asymmet-
ric architecture of the EMU, not for the whole structure per se.

The asymmetrical structure was not foreshadowed by any of the numerous
plans and memoranda in the 30 years before the EMU - except for one, which
is the subject of this chapter. Asymmetry was a genuine novelty. The previ-
ous plans, from the Marjolin Report in 1962 or the ambitious Werner Plan in
1970 to the more technical analysis of the MacDougall Report in 1977, had, in
different forms but quite consistently, argued for a strong economic and fiscal
equivalent to monetary integration. In 1987, the report of the Padoa-Schioppa
commission had warned again that much greater economic coordination was
needed for a monetary union to work.>

There is a third and final reason why the asymmetry of the EMU is puzzling.
It is difficult to explain it as simply a political compromise between the two
competing views about European integration which dominated at the time.
Depending on which side one took in the long-standing controversy about
how economic integration should proceed, monetary policy was to fulfil very
different objectives and was to be administered by very different kinds of
institutions. Those who argued for further monetary integration before full
economic integration (sometimes misleadingly dubbed ‘monetarists’) fore-
saw a much more political role for monetary policy. They were usually wary
to hand monetary policy over to a completely independent central bank with-
out some form of political control. Others such as the Netherlands, Germany
and most notably the Bundesbank (which may count as a country of its own)
took the view that monetary integration could only follow as the last step if
it had been preceded by economic convergence (the (in)famous ‘coronation
theory’).3! The coronation camp was adamant about the independence of the

30Padoa-Schioppa, Efficiency, Stability, and Equity 84. The report hinted at different forms of
wage bargaining in member states and went on to caution that ‘fixed exchange rates would pose diffi-
cult problems for those countries whose international competitiveness in the past had depended upon
periodic devaluations of their currencies’ It also noted that the independence of a central bank could
not simply be reconstituted at the supranational level ‘by mechanically adopting ... the statutes of a
central bank that has the required autonomy in a national context’ (84). Paul Krugman in an annex to
the report identified a potential disinflationary bias as one the main risks of monetary union (134-36).

31 Marsh, The Euro 39; Kaltenthaler, Germany 71.
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central bank but only in conjunction with a sufficiently integrated economic
policy, ultimately run by a European government.

Neither theory envisaged what would become the structure of the EMU:
an ostensibly depoliticised form of monetary policy ahead of full economic
convergence, run by a strongly independent central bank with a mandate
primarily focused on price stability, not on economic integration - without
a corresponding economic government, sufficient labour mobility, and a
relevant fiscal capacity at the community level. Integrationists succeeded in
introducing a monetary union for the political purpose of fostering further
integration but without the necessary institutional setting. The coronation
camp, on the other hand, pushed through the complex institution of an inde-
pendent central bank, but without the economic context necessary for it to
function. Was this not the natural compromise between the two camps? If
so, it meant that both sides gave up on the crucial functional premise of their
theory without suggesting one to replace it.

2. Inventing Asymmetry: The Genscher Memorandum

Who then invented the asymmetrical monetary union? My suggestion is that it
was Germany’s foreign minister Hans-Dietrich Genscher and a close group of
German officials. The first document at the European level to outline the contours
of the AMU is the Delors Report of 1989. The invention of the AMU is there-
fore often ascribed to the Delors Committee and explained as a combination of
the professional preferences and ideological dispositions of its members: central
bankers who applied the newly found neoliberal consensus.*? This genealogy is
true as far as it goes. But the Delors Report, in this regard, only followed an earlier
proposal in a memorandum by Genscher, which led to the appointment of the
Delors Committee in the first place. It was the Genscher memorandum which
led to a conceptual breakthrough after the ‘very limited reform discussion of the
mid 80s.3

Genscher’s leading role has been acknowledged, not least by his own memoir
but also by his contemporaries and some historians. Jacques Delors, for instance,
recognised that ‘Genscher was the first to light the match’** Many historical
accounts mention the Genscher memorandum, albeit more in passing, as just
one in the sequence of the many proposals and memoranda since the Marjolin

32 McNamara, The Currency of Ideas; Tsoukalis, The New European Economy Revisited 165.

33 James, Making the European Monetary Union 207.

34 Hans-Dieter Heumann, Hans-Dietrich Genscher: Die Biographie (Paderborn, Schéningh, 2012)
220; Hans Tietmeyer, Herausforderung Euro: Wie es zum Euro kam und was er fiir Deutschlands Zukunft
bedeutet (Miinchen, Hanser, 2005) 114; Karl Otto Pohl, ‘Der Delors-Bericht und das Statut einer
Europiischen Zentralbank’ in Theo Waigel (ed), Unsere Zukunft heif§t Europa (Disseldorf, Econ, 1996)
193-209.
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Memorandum.* While the significance of the memorandum has not always been
appreciated by historians of the EMU, some have sensed its importance without
further exploring its origin and background.>® Those who have seen its impor-
tance, like Kenneth Dyson and Kevin Featherstone in their masterful account of
the Maastricht Treaty, could not make use of the archived files.>” Even those who
emphasise its importance for the overall process sometimes do so for the wrong
reasons. The Genscher memorandum was consequential less in establishing an
expert committee or its support for a European central bank than in inventing
asymmetry.3

2.1. A Call for Monetary Integration

In February 1988, Genscher published a ‘Memorandum for creating a European
currency area and a European central bank’3* More precisely, he did not publish
it but only brought copies of it with him to a prescheduled meeting with journal-
ists.*0 Tt was the beginning of the German presidency in the European Council
and Genscher decided to test the waters for a further step in monetary integration.
He could have published an op-ed in a newspaper but handing out a memoran-
dum to journalists was considered to have a potentially greater impact. To prepare
a ‘memorandunm’ which nobody could read beforehand signalled more thorough
elaboration and had an air of diplomatic secrecy and grand political strategy. Yet,
it was a very unusual step. Only at the beginning of the month, the government
had adopted a resolution that a European currency union with a central bank

35 Horst Ungerer, A Concise History of European Monetary Integration: From EPU to EMU (Westport, CT,
Quorum Books, 1997) 197; cf the semi-official account by Eric Bussiére and Ivo Maes, ‘Die Entstehung
der Wirtschafts- und Wiahrungsunion’ in Vincent Dujardin et al (eds), Die Europdische Kommission
1986-2000: Geschichte und Erinnerungen einer Institution (Luxemburg, Amt fiir Verdffentlichungen der
Européischen Union, 2019) 245-76, 249.

36 James, Making the European Monetary Union 229; Bozo, ‘In search of the Holy Grail’ 302: ‘a divine
surprise for the French’ and ‘a major turning point’ (306); Wilfried Loth, ‘Between France and the
Bundesbank: Hans-Dietrich Genscher, Helmut Kohl and the Breakthrough of the Monetary Union’ in
Gehler and Loth, Reshaping Europe 331-46; Malcolm Townsend, The Euro and Economic and Monetary
Union (London, Harper, 2007) 58: ‘bridged various positions and foresaw the outlines of the eventual
agreement’.

37 Matt Marshall, The Bank: The Birth of Europes Central Bank and the Rebirth of Europe’s Power
(London, Random House, 1999) 78; Dyson and Featherstone, The Road to Maastricht 306, 326-32:
Genscher as ‘policy entrepeneur’.

38 Frohlich, Helmut Kohl 243: the expert committee was the ‘decisive new element’; Dyson and
Featherstone, The Road to Maastricht 330: ‘more radical in content than any French initiatives on EMU
in unequivocally supporting an ECB.

3 Reprinted in Henry Krdgenau and Wolfgang Wetter (eds), Europdische Wirtschafts- und
Wihrungsunion: Vom Werner- Plan zum Vertrag von Maastricht: Analysen und Dokumentation
(Baden-Baden, Nomos, 1993) 309-310. It was labelled a ‘basis for discussion’ (Diskussionsgrundlage).
Genscher later called it a Denkschrift, see Hans-Dietrich Genscher, Erinnerungen (Berlin, Siedler,
1995) 388.

40Tt was only later published in Européische Zeitung, April 1988.



Inventing the Asymmetrical Monetary Union 47

was merely a long-term objective’*! Monetary policy did not fall into Genscher’s
official portfolio and firmly belonged to the Treasury’s remit. Genscher therefore
published the memorandum, which was prepared for him by the Foreign Office,
in a private capacity - whatever that meant.*? It was not run through the normal
government process.*> There was no formal vote in Cabinet, nor was it even
discussed. Other departments, especially the Treasury and the Bundesbank, were
not consulted in advance. It is unclear whether Genscher personally informed
Chancellor Kohl before he made the memorandum public.**

Considering its conceptual significance, the memorandum is surprisingly brief.
It is densely argued and short on details — which might have helped its eventual
success. It starts by offering three fundamental reasons for establishing a common
currency area: two internal, one external. First, it argued that a common currency
was the ‘economically necessary complement’ to the internal market. With this
line of argument, the memorandum echoed the findings of the Padoa-Schioppa
Report without mentioning it. Second, it argued that a common currency would
serve as a ‘catalyst’ for the necessary convergence of economic policy. This sounded
like a nod to the integrationist position and the Werner Report of 1970, which after
intense debate had termed monetary union a ‘leaven’ for further integration.*’
Third, it argued that a European currency area would help ‘reduce the dependence
of member states of the EMS on the Dollar’ and help to ‘strengthen their capacity
to act’ on the global stage.

The memorandum then went on to list a set of ‘prerequisites’ for a common
currency area. Genscher argued that monetary union primarily required a
consensus on economic policy. More specifically, the consensus would need to
be ordnungspolitisch. The memorandum employed the shibboleth of German
ordoliberalism to lay out a vision for monetary integration dismissed by most
German ordoliberals. First and foremost, the consensus would need to include
the ‘autonomy’ of the central bank and a clear separation between monetary and
fiscal policy. The central bank would need to be safeguarded against any obliga-
tion to fund government debt. Second, monetary union was only conceivable,
Genscher held, if member states agreed on a clear priority for price stability.

“IBT-Drs 11/1780, 8. The resolution was adopted in Cabinet as an answer to a parliamentary inquiry,
see Kabinettsbeschluss, 3 February 1988.

“21f you take an unnecessarily strict view, it was probably illegal, as ministers are not allowed to use
government funds for party political purposes.

43 Hans Tietmeyer, Wihrungsstabilitit fiir Europa: Beitrige, Reden und Dokumente zur européischen
Wihrungsintegration aus vier Jahrzehnten (Baden-Baden, Nomos, 1996) 483.

44 Marshall, The Bank 82 reports that Genscher later indicated he did not discuss it with Kohl because
he had unsuccessfully tried to press his view in Cabinet before. Kohl's press secretary later denied the
rumour that the Chancellor was not aware of the Genscher memorandum (see n 120). Kohl’s office, the
Chancellery (Bundeskanzleramt), was probably informed in advance. It had close ties to the Foreign
Office since Kohl’s point man for European policy, Joachim Bitterlich, was a former staffer of Genscher
who had come over to the Chancellery.

45 ‘Report to the Council and the Commission on the realization by stages of Economic and Monetary
Union in the Community’ (1970) 26.
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Member state governments would therefore need to accept what has been termed
‘monetary dominance’:* their fiscal and economic policies would need to follow
the economic assessment and subsequent monetary decisions of the central bank.
In a couple of terse sentences which did not reveal their true implication at first
glance the memorandum hinted at the far-reaching ramifications of such a prior-
ity. In a broad field ranging from wage policy to taxing and spending, member
states would need to ‘pursue a policy that stabilises internal prices and costs and
leads to a balanced trade account’

2.2. Shifting Position

Despite its repeated reference to key concepts of ordoliberal doctrine, the
Memorandum in substance represented a dramatic change of position compared
to the long held German stance on monetary integration in Europe. In 1970, the
Werner Report, which was published under the name of the then Prime Minister of
Luxembourg Pierre Werner but had actually been drafted by the German govern-
ment, was presented as the most comprehensive plan for monetary integration
yet. It advocated for a ‘parallelism’” between monetary and economic integration.
Since then, Germany’s official position had gradually reverted to its earlier stance
that full monetary integration could only follow a long period of economic conver-
gence.” The Bundesbank, in particular, espoused this view time and again. As
early as 1962, then President of the bank Karl Blessing had publicly declared in a
radio interview that he was all in favour of European monetary integration, but
that he could not see it happening: ‘As a European, I would be ready to approve of
European monetary union ...; as a responsible central banking practitioner, and
a realist, I cannot however avoid pointing out the difficulties’*® The Bundesbank
carefully avoided opposing monetary integration outright or pinning down an
explicit counter-argument against it. Rather, it cloaked its opposition in a set of
conditions for integration that were hard if not impossible to fulfil. As much as
these criteria represented a sincere economic belief, it is not improbable that they
were in part also based on a strategic calculus to delay monetary integration to
preserve the Bundesbank’s own position as the leading central bank in Europe.*’
The Genscher memorandum combined three important strategic decisions
that proved consequential for establishing asymmetry. First, by claiming that
monetary integration should serve as a ‘catalyst’ for a convergence in economic

46 ¢f Thomas ] Sargent and Neil Wallace, ‘Some Unpleasant Monetarist Arithmetic’ (1981) 5 Federal
Reserve Bank of Minneapolis Quarterly Review 1; Eric M Leeper, ‘Equilibria under “active” and “passive”
monetary and fiscal policies’ (1991) 27 Journal of Monetary Economics 129.

47Kaltenthaler, Germany 42; cf Werner Abelshauser, ‘Deutsche Wirtschaftspolitik zwischen européis-
cher Integration und Weltmarktorientierung’ in Werner Abelshauser et al (eds), Wirtschaftspolitik in
Deutschland 1917-1990 (Miinchen, De Gruyter, vol 4, 2016) 482-581.

48 Cited in Marshall, The Bank 87.

4 ¢f James, Making the European Monetary Union 207-36.
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policy, Genscher charted a new path beyond the usual controversy between inte-
grationists and proponents of the coronation theory. In what sounded like a nod
to the integrationist position, Genscher essentially gave up on the condition of
real economic convergence - without, however, embracing the political role of
monetary policy that came with the integrationist position. Monetary integration
would not require the national economies of potential member states to actu-
ally have similar per capita incomes, growth and inflation rates. Neither would
monetary policy actively try to achieve that result as the integrationists had
urged. Instead, in the second momentous strategic decision of his memoran-
dum, Genscher suggested that a political consensus on economic policy would
suffice for monetary integration to proceed. Consensus on policy could substitute
convergence in hard economic facts. Potential member states of a monetary union
should agree on what he called ‘the magna charta’ of economic policy. For which,
unsurprisingly perhaps, German economic policy should serve as the role model.
The third important strategic decision Genscher took in his memorandum was to
advocate for an independent European central bank from the beginning. While
he discarded the overall stance of the Bundesbank towards monetary integration,
he took on board its main institutional demands. Despite the ‘catalyst’ function
Genscher envisaged for monetary policy in the new currency union, it should
be run by an independent central bank. The central bank should be made inde-
pendent — ‘autonomous’ even - as the memorandum explained at some length.
Its independence was to be guarded against member states as well as community
institutions. They should exercise only ‘well defined’ and ‘strictly limited’ powers
to appoint and remove governors of the central bank.

In combining these three strategic decisions, Genscher sketched out some-
thing that is not identical with, but reasonably close to the later AMU: a monetary
union prior to economic convergence, with a strongly independent central bank
but without a genuine economic government at the European level. For the time
being, economic government was to be substituted by a consensus on economic
policy, parts of which were later enshrined in rules. To be fair to Genscher, the
memorandum also advocated for further economic integration. Genscher himself
would probably have favoured a European federal state in some form, although he
never formulated a clear vision of what European integration should ultimately
lead to. Like many pro-European politicians of his generation, he was adamant
in advocating that further integration was necessary. Just what kind of integra-
tion remained conspicuously unclear. But the crucial decision for the path forward
which he made in his memorandum was to advocate for a monetary union on the
one hard condition that it would have an independent central bank, but without
at the same time making any specific proposals as to how economic and fiscal
integration should proceed.

As aresult, there was an imbalance between the monetary side on the one hand
and the fiscal and economic side on the other hand in the Genscher memoran-
dum that proved to be consequential for the negotiation process and ultimately
the EMU. Asymmetry had been invented. At the end of his memorandum,
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Genscher called for an ‘expert committee’ of ‘5-7 wise men’ to work out the
details.>® They should be tasked with conceiving ‘a principle for the develop-
ment of a European currency area and the founding of a European central bank
within a year. Members of the committee, which would later become the Delors
Committee, were to ‘possess technical expertise and political authority and should
be independent’. Notably, economic and fiscal matters were not things the wise men
should consider. The mandate Genscher proposed for the committee as an annex
to his memorandum was similarly limited. It was later adopted by the European
Council during its meeting in Hanover in mid 1988 and tasked the committee with
designing a statute for the future European central bank but did not include a simi-
lar mandate for the economic side of the Maastricht Treaty. From that moment on,
the process had a lasting bias towards asymmetry. Just like the Genscher memo-
randum, the final Delors Report mentioned the need for further economic and
fiscal integration ‘in parallel advancement’ but again remained vague and unspe-
cific as to what this would entail in practice.”!

2.3. Strategic Goals of a Foreign Minister

Why did Genscher publish his memorandum in February 1988? He knew that if
an initiative for further integration should take shape through the German presi-
dency of the European Council, it would likely have to result in a formal decision
during the Council meeting in Hanover in June. In order to build momentum, he
needed to launch his initiative at the beginning of the presidency. By then, Genscher
had been foreign minister for 14 years. This time had seen him rise under three
different Chancellors to become one of the most popular politicians in Germany.>?
He had started his career under the leader of the nationalist wing of his party,
Erich Mende, before he quickly became indispensable as an organiser and inte-
grating figure in his own right for the liberal democrats (FDP). Genscher prepared
the progressive turn of his party to the left in the late 1960s as well as the later
turn to the right in the early 1980s. In 1974, he rose to become party leader and
came to the Foreign Office with little prior experience in European and foreign
policy.>® Eight years later, Genscher led the liberal democrats out of their coalition
with the social democrats (SPD), orchestrating the downfall of Chancellor Helmut
Schmidt to form a new government with the conservative Christian democrats

0 Delors had already suggested a similar committee in 1987 to the European Council, see Heumann,
Hans-Dietrich Genscher 219. Kohl later changed Genscher’s plan and opted to appoint central bankers,
see Frohlich, Helmut Kohl 247.

! Committee for the Study of Economic and Monetary Union, ‘Report on Economic and Monetary
Union in the European Community’ (1989) 28.

52 For the following, see Heumann, Hans-Dietrich Genscher.

53 Andrea Wiegeshoff, “Nun wird er Auflenminister, und Aufenpolitik ist gewif3 nicht seine erste
Profession” in Kerstin Brauckhoff and Irmgard Schwaetzer (eds), Hans-Dietrich Genschers AufSenpolitik
(Wiesbaden, Springer, 2015) 97-118.
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(CDU) under Kohl. While this soothed the ordoliberal wing of his party which
had soured on the economic policies of Schmidt’s government, it brought the party
to an existential crisis and paved the way for what appeared like a neoliberal turn
in German politics for a while.

A lawyer by training, Genscher was generally considered a good tactician,
energetic and pragmatic; constantly in motion even if it was not always apparent
where to.>* Over the years, many came to view him with suspicion for his seem-
ingly opportunistic behaviour, which came to be known as ‘Genscherism’>> As his
hagio-biographer notes, Genscher always believed in the ‘primacy of politics.*®
This was especially true for European matters. ‘We do not wish to nor can we
build Europe solely on economics, he declared.”” Unpopular in Washington, he
enjoyed a particularly good rapport with his French counterpart, socialist poli-
tician Roland Dumas, who praised Genscher’s ‘finesse’*® Personally, Genscher
had long taken the view that monetary integration in Europe was essential for
further political integration.>® The constant turmoil of realignments in the EMS
was damaging to the whole process, he thought, especially due to the resentment
which it caused in France towards the Bundesbank - and ultimately Germany.®
Already in the early 1970s, Genscher had positioned the FDP to be strongly inte-
grationist.®! He believed that German reunification would only be possible within
an integrated Europe and that Europe needed to become more independent inter-
nationally. It helped that German banks and exporters favoured economic and
monetary integration. As early as 1972, the FDP had called monetary integration
a ‘logical continuation of economic integration and the same time the springboard
for further political integration.®? Inflation and stagnation could no longer be dealt
with by nation states. Under his leadership, the party adopted a programme that

4 Gerhard A Ritter, ‘Deutschland und Europa: Grundziige der Au8enpolitik Genschers 1989-1992°
in Brauckhoff and Schwaetzer, Hans-Dietrich Genschers AufSenpolitik 209-43.

%5 Eckart Conze, ‘Das Geheimnis des “Genscherismus™ in Brauckhoff and Schwaetzer, Hans-Dietrich
Genschers AufSenpolitik 67-83, 68.

% Heumann, Hans-Dietrich Genscher 210.

%7 Cited in Hans-Dieter Lucas, ‘Politik der kleinen Schritte - Genscher und die deutsche Europapolitik
1974-1983" in Hans-Dieter Lucas (ed), Genscher, Deutschland und Europa (Baden-Baden, Nomos,
2002) 85-114, 103.

8 Heumann, Hans-Dietrich Genscher 15. Genscher was widely seen as the more international, less
Teutonic figure than the Chancellor.

9 For Genscher’s European policies, see Ritter, ‘Deutschland und Europa’; Lucas, ‘Politik der kleinen
Schritte’; Hans Werner Lautenschlager, ‘Auf dem Wege zur Einheit Europas: ein Jahrzehnt entsc-
heidender Weichenstellungen europiischer Integrationspolitik (1983-1992)’ in Lucas, Genscher,
Deutschland und Europa 297-322.

0 Kaltenthaler, Germany 72; Loth, ‘Between France and the Bundesbank’ 334; Dyson and
Featherstone, The Road to Maastricht 328.

6l ¢f Andreas Moring, Die Europapolitik der FDP: Die Entwicklung der Europa-Programmatik in
den Jahren 1949-1989 (Berlin, Koster, 2004); Lucas, ‘Politik der kleinen Schritte’

©2“Thesen des Bundesvorstands fiir eine liberale Europapolitik’ (1972), reprinted in Giinter Verheugen
(ed), Das Programm der Liberalen: 10 Jahre Programmarbeit der FD.P, 2nd edn (Baden-Baden,
Nomos, 1980) 160-62, 160.
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called for a “politically constituted’ and ‘federal’ Europe.®® Genscher pleaded for a
more government-like structure of the community institutions and for European
fundamental rights, and he pointed out that a European budget would need to take
on a stabilising function. He would go on to fight the European election in 1989
with the slogan ‘Liberal Europe pays off’%*

3. The Making of the Memorandum

3.1. A Focal Point for Integrationists

For some time, Genscher had been the focal point for integrationists in German
politics. While official responsibility for monetary matters in Europe lay with the
Treasury, the Foreign Office operated its own office for European monetary affairs
to monitor what the Treasury and others were doing (Spiegelreferat).5> Head of the
office was a relatively junior staffer named Wilhelm Schonfelder, a ‘calm, courteous,
pro-European,®® who later went on to become Germany’s ambassador to the EU. It
was Schonfelder who drafted the Genscher memorandum - the ‘most important
paper I wrote in my lif€®” An economist by training, Schénfelder had not worked
on monetary policy before.® Back from a stint at the embassy in Washington,
he was originally placed in the USA office in Bonn, but he was already so well
connected that he got an early promotion to head the small office for monetary
matters. In his new role, he kept close track on discussions about monetary inte-
gration. The archived files of the office present a good overview of the various
actors and initiatives at the time.®® Genscher was lobbied by manufacturers eager
to facilitate their exports through monetary union. Deutsche Bank, at the time
the unofficial spokesperson of the German industrial sector, sent him speeches of
board members calling for monetary integration. But academics and economists
also lobbied him, each advocating their own vision of monetary integration.

63 “Leitlinien liberaler Europapolitik’ (1975), reprinted in Verheugen, Das Programm der Liberalen
212-21; “Zehn Thesen zur europdischen Einigung (1984), reprinted in Freie Demokratische Partei
(ed), Das Programm der Liberalen (Baden-Baden, Nomos, 1990) 235-37, 237 called for ‘Federal States
of Europe€’. ¢f Moring, Die Europapolitik der FDP 120.

64 “Wahlaufruf zur Europawah!’ (1989), reprinted in Freie Demokratische Partei, Das Programm der
Liberalen 861-62, 862; Moring, Die Europapolitik der FDP 113.

%5 For ensuing conflicts, see Kaltenthaler, Germany 28.

66 Marshall, The Bank 80.

7 Genscher, Erinnerungen 388 acknowledged the role of his ‘ausgezeichnete Vortragende
Legationsrat.

%8 Schénfelder holds a PhD in Economics from University of Cologne and wrote his dissertation on
economic history, see Wilhelm Schonfelder, ‘Die wirtschaftliche Entwicklung Kélns von 1370 bis 1513:
Dargestellt mit linearen Trendfunktionen samt Analyse ihrer Bestimmungsfaktoren’ (PhD thesis, Kéln,
Bohlau, 1970).

% They are kept at the political archive of the Foreign Office, see PA AA B 224-ZA/168727.
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In the spring of 1987, Genscher was about to give a speech before ambassadors
to the Community in Brussels.”’ Known to be media savvy, Genscher had a habit
of repeating himself to get his message across.”! This time was different. He tasked
Schonfelder to write the speech for him with the explicit direction to say ‘some-
thing new’. Schonfelder, still fresh to his new post, had not yet acquainted himself
fully with monetary policy but included a sentence that ‘institutional reform was
not off the table.”> What exactly ‘institutional reform’ should entail, nobody knew,
not even Schonfelder. The speech was never given, as Genscher liked to impro-
vise. But the manuscript was later circulated and caused some uproar. Times
clearly began to become more favourable for further monetary integration. Over
the coming year, Schonfelder acquired a sense of possible coalitions that might
support Genscher if he decided to put forward a proposal.

3.2. A Window of Opportunity

Genscher had become increasingly critical of the Bundesbank and what he saw
as the hawkish coalition between orthodox ordoliberals at the Treasury and the
Bundesbank.”? Earlier than others, he had taken Gorbachev’s promise of reform
seriously.”* He feared that with the possible end of the détente, the chances for
European integration might vanish.”> With the European Single Act agreed, calls
for monetary integration became louder. Former Chancellor Helmut Schmidt had
launched an initiative with former French President Valéry Giscard d’Estaing.
Schonfelder reported to Genscher that the Treasury and the Bundesbank were
both working on their own memoranda at the time.”® He might therefore have
been worried that they rather than himself would come to determine the govern-
ment’s position.

With the presidency approaching, a ‘window of opportunity’ seemed to open
in the spring of 1988.77 At the beginning of 1988, the French put forward their own
proposal which called for a German answer.”® Genscher’s main opponent within

70Schonfelder and Thiel, Ein Markt 22.

71 Richard Kiessler, Auf8enpolitik als “Public Diplomacy” - Hans-Dietrich Genscher und die Medien’
in Lucas, Genscher, Deutschland und Europa 371-86.

72 Institutional reform was a taboo word because the Treasury and the Bundesbank were both
afraid it would cement a more ‘politicised’ form of monetary policy, see Eckart Gaddum, Die deutsche
Europapolitik in den 80er Jahren: Interessen, Konflikte und Entscheidungen der Regierung Kohl
(Paderborn, Schoningh, 1994) 301; Dyson and Featherstone, The Road to Maastricht 322.

73Dyson and Featherstone, The Road to Maastricht 327; Loth, ‘Between France and the
Bundesbank’ 333.

74 Marshall, The Bank 82; Dyson and Featherstone, The Road to Maastricht 328 note Genscher’s early
‘recognition that Gorbachev must be taken seriously as a Soviet reformer’.

75 Marshall, The Bank 82.

7SPA AA B 224-7ZA/168727, Vorlage, 25 February 1988.

77 Dyson and Featherstone, The Road to Maastricht 327.

78See N Piers Ludlow’s chapter in this volume (ch 9); Bozo, ‘In search of the Holy Grail’ 301; Dyson
and Featherstone, The Road to Maastricht 325.
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the coalition government, finance minister Gerhard Stoltenberg from the CDU,
was weakened after a botched tax reform and had become embroiled in a political
scandal in his home state of Schleswig-Holstein.” Chancellor Kohl stayed his hand
because he wanted to wait and see whether President Frangois Mitterrand would
be re-elected. In January, Genscher gave a speech to the European Parliament
calling monetary union a ‘logical’ complement of a common market,®’ and in mid-
February, the Council in Brussels finally resolved the long simmering budgetary
conflict which had hampered any prospect for reform.8!

3.3. Writing in Seclusion

In the second week of February, the CEO of Deutsche Bank, Alfred Herrhausen
publicly called for a European central bank. He was joined by Lothar Spéath, gover-
nor of the CDU stronghold Baden-Wiirttemberg and the main intra-party rival
of Chancellor Kohl. On 24 February, Genscher called Schonfelder and asked
whether the memorandum was ready. Schonfelder was taken by surprise. He had
spent the last year thinking about the matter and conferring with a confidant at
the Bundesbank, but he had not prepared a memorandum. Schonfelder secluded
himself and wrote a draft in two days which was considerably longer than the
final version.®? He drew on his own thoughts, which he had developed during the
preceding year, but also on more incidental sources.®3

It is evident from the files that Genscher himself was responsible for the final
version of the memorandum. He redacted the initial draft with the green pencil
that by convention only ministers are allowed to use. He then called Schonfelder
from his car to let him know what needed to change. Genscher inserted head-
lines and shortened the memo considerably. He mainly cut out the more explicit
and controversial parts. The second paragraph had originally stated that ‘creating
a European Central Bank goes at the heart of the sovereignty of member states.
Understandably, Genscher did not want to say this out loud, so he crossed out

79 Fréhlich, Helmut Kohl 242; Dyson and Featherstone, The Road to Maastricht 329.

80Ungerer, A Concise History 197.

81Dyson and Featherstone, The Road to Maastricht 330; see Frank Schorkopf’s chapter in this
volume (ch 10).

82PA AA B 224-ZA/168727, Draft Memorandum, 25 February 1988. Dyson and Featherstone,
The Road to Maastricht 330 in their otherwise excellent account suggest that it was two weeks. But the
files indicate that Schonfelder was only tasked to write the memorandum on 24 February.

83Schonfelder reported to Genscher that in preparing the memorandum he had taken into account
the agenda of the Committee for a European Monetary Union, the initiative established by Schmidt
and Giscard, which had been published two days earlier; the public statements of ‘Mr. Herrhausen
and Mr. Christians, two board members of Deutsche Bank; the public statements of Ministerprasident
Spith; the statement of Chancellor Kohl before the select committee for foreign policy made on
23 February and a policy paper of the CDU ‘Our responsibility in the world; see PA AA B 224-7ZA/168727,
Vorlage, 25 February 1988, 2.
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the passage. ‘On the one hand, the original text continued, ‘this indicates that
a European Central Bank should be the final stage or coronation of European
integration. Genscher deleted this reference to the coronation theory. He probably
did not want to risk encumbering his proposal with a long-running controversy.
To build a new coalition, it was advisable not to take sides and, crucially, to avoid
provoking the Bundesbank explicitly. He also cut the next sentence of the draft:
‘On the other hand, in many cases a beneficial pressure to harmonise has been
exerted by the Community institutions. Strictly speaking, they likewise should
have been instituted only at the end of the integration process’ Genscher did not
want to be on record saying that to do things prematurely was just the nature of
European integration.

The next paragraph also did not find Genscher’s blessing. ‘European inte-
gration, it read, ‘has long been a question not solely of logic and reason but also
of vision and the courage to make a first step. Apparently, he did not want to
concede outright that his proposal was based more on courage than on logic and
reason. This deletion had the beneficial side-effect of cutting out lines that were
taken from a speech given by Friedrich Wilhelm Christians, a board member of
Deutsche Bank.®* Genscher also cut a lengthy explanatory part about the state of
the international financial system. He deleted the geostrategic goal to make the
future European currency (‘Europe/Africa’) one of ‘three blocks’ next to the Dollar
‘(North-/South-America)” and the Yen ‘(Asia)’ Finally, Genscher made the memo
less ambitious, at least outwardly. Schonfelder had suggested ending on the already
cautious note that the Council in Hanover could not be expected to establish a
European central bank but should at least commit to the goal. Genscher replaced
this suggestion with a toned-down form that the Council should ‘send a signal’ for
further monetary integration.

4. A Theory for Asymmetry?

The Genscher memorandum sought to avoid pitfalls, stake out a new path, and
build a political coalition for monetary integration. In particular, Schonfelder tried
to pre-empt opposition by the Bundesbank by adopting their main institutional
demands. At first glance, it would thus appear that asymmetry was primarily based
on political expediency.®® In the year before the memorandum, Schonfelder had
sought to recruit academic economists to support Genscher’s potential initiative,
but they had all declined. Was there an economic theory how the different pieces
of the proposal would interact?

84PA AA B 224-ZA/168727, Speech ‘Wir miissen vom Europa-Verstindnis zum Europa-Gefiihl
kommen, 24 February 1988.
85 Dyson and Featherstone, The Road to Maastricht 330.
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4.1. Working with the Bundesbank

The intellectual mastermind behind the Genscher memorandum was an econo-
mist at the Bundesbank, Peter Wilhelm Schliiter. Schonfelder had met him a
couple of years earlier at a routine meeting of civil servants. They developed a good
rapport and later became friends. When Schonfelder began to delve into monetary
integration in his new role, he turned to Schliiter, who was eight years his senior
and whom he regarded as his ‘intellectual mentor’ on monetary policy.®® Both men
shared a deep conviction that European integration had to progress. Born in 1932,
Schliiter went to school in occupied Poland, where his father worked as a factory
director for the industrial conglomerate ‘Reichwerke Hermann Goéring), one of the
main beneficiaries of enforced labourers from concentration camps.®” Schliiter
had started his career in the Ministry for Economic Affairs, before going on to
work for the German Commissioner of the EEC, Hans von der Groeben. Rising
through the ranks quickly, Schliiter went on to become head of the Bundesbank
division for European monetary policy. Known to be strongly pro-European, he
occupied an uneasy position within the bank. There was a group of younger staff-
ers who did not share the hard-line scepticism of some of the board members.
Schliiter was the most senior and most visible among them. His superiors were
wary of his pro-European stance but tolerated it grudgingly, as long as he stayed
within his remit.% When Genscher called for ‘institutional reform’ one year earlier,
Schliiter certainly agreed. It is possible that he viewed Genscher’s new initiative in
early 1988 as a chance to outmanoeuvre the Bundesbank leadership.

4.2. Independence without Government

Shortly before the Genscher memorandum, Schliiter had written down his own
thoughts on the chances of monetary integration for a talk he gave in Brussels.®” The
title already conveyed the main thesis: ‘Central Bank Autonomy as a Prerequisite
for a European Currency. He later handed a copy to Schonfelder who kept it in his
files at the Foreign Office.”® Schliiter began on a sombre note. ‘Since the failure of
the Werner Plan;, there could be ‘no doubt that a European currency could not be
the catalyst but only the result of an integration process encompassing the most

86 ibid 331. Schonfelder later tried to install Schliiter as one of the secretaries of the ‘Committee of
wise men, see PA AA B 224-7ZA/168727, Vorlage, 6 May 1988.
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8 His involvement in the Genscher memorandum caused some stir in the Bank, see Dyson and
Featherstone, The Road to Maastricht 333.

8ibid 331.

°PA AA B 224-7ZA/168727, Memorandum ‘Notenbank-Autonomie als Voraussetzung fiir eine
Europiische Wihrung’
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important parts of the economy’®! In line with orthodox Bundesbank thinking,
Schliiter appeared to refute the instrumental use of monetary policy advocated
by integrationists: All attempts to foster economic integration via technical
improvements and new monetary mechanisms had quickly proven themselves to
be insufficient’®? But far from quashing hopes for monetary integration any time
soon, Schliiter’s memorandum took a surprising turn. Monetary integration and
a Buropean central bank were ‘no longer a taboo, he noted.”®> Only they could not
come about in one big reform proposal, but instead they would need to advance
piecemeal and step by step. This ‘pragmatist’ technique, however, had to be guided
by ‘fundamental principles’ and a ‘consensus’ between all parties involved.**
Schliiter then went on to identify the two guiding principles he deemed essential
to make monetary integration a reality.

First, monetary integration required a consensus not only on monetary policy
but also on the corresponding economic policies. There was no way round ‘the
relentless logic that the internal market, without which there can be no common
currency area, can only be realised by way of a convergence of economic policy
and economic development towards price stability’®> Monetary integration thus
far had failed because of this ‘inherent necessity’ (Sachzwang). Second, monetary
integration required institutional autonomy for a European central bank and all
national counterparts.”® For Schliiter, this argument combined good policy with
useful politics. If monetary institutions in Europe were made independent from
the beginning, the Bundesbank would be much less likely to object to the process.®”
He backed this tactical point up by a quote from President of the Bundesbank
Karl Otto Pohl who was on record saying that ‘Central banks were more willing
to adopt common rules for monetary policy if central banks in all member states
enjoyed a status of autonomy’®
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But more importantly, Schliiter argued that autonomy was the right institutional
policy for the governance of a supranational currency. ‘If central bank autonomy
for principled reasons provides the best basis for an optimal control of the money
supply, which has been backed up by experience on a national level, the same
must be true for a supranational monetary order’®® His principled reasons for this
assumption were threefold. First, just empirically, the relation between autonomy
and price stability was ‘uncontroversial, he claimed.!® Second, an autonomous
central bank was needed to actively depoliticise the money supply. Schliiter recalled
the assumption of classical equilibrium theory that money was a ‘veil’ only to
discard it. ‘No one doubts today that money is not neutral’'%! But precisely because
money was not neutral, monetary policy had to neutralise it. Economically, his
argument was rooted in the ‘conviction that a neutral supply of money freed from
political influence is the best condition for economic equilibrium’!?? Schliiter did
not say so explicitly, but the sources of his memorandum reveal that his thinking
was squarely based on monetarist thinking and the quantity theory of money. Even
more important seems to have been another, more political argument. Only price
stability came close to ‘neutrality) as it did not involve redistribution by inflation,
which was not ‘politically mandated and hence arbitrary’!%* Third, Schliiter claimed,
price stability did not involve balancing the social welfare of different societal inter-
ests. Quoting monetarist economist Giinther Engel, Schliiter argued that ‘price

stability has a relevance similar to legal certainty for long term decision making’!%*

Having the state ‘oversee’ both conditions was therefore ‘beneficial to everyone’!%®

4.3. The Force of Convergence

Schliiter, well versed in the monetarist theory of his time, relied on three stand-
ard arguments for central bank independence: (1) independent central banks had
a better track record of low inflation; (2) low inflation was good for everyone;
and (3) ordinary governments were unable to deliver low inflation because temp-
tations to inflate were just too strong. It followed that central banks were only
legitimate when they stuck to a narrow mandate of price stability. The way Schliiter
employed these arguments for his stance on European integration was more unor-
thodox. He modified the Bundesbank theory in two key respects. First, monetary
integration did not require full economic convergence but only a consensus
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104 Giinther Engel, ‘Verstetigung des Geldmengenwachstums und politische Unabhingigkeit der
Zentralbank’ (1984) 17 Kredit und Kapital 540.
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on economic policy focused on price stability which would then bring about
convergence. Second, the key to integration was the institutional structure of
monetary institutions, not the order of monetary and economic integration.

At the end of the 1980s, both points seemed closely intertwined. If the central
bank was made autonomous, it would be able to pursue price stability unimpaired
by political pressure. And if the bank carried out a disinflationary monetary policy,
this would in turn have enormous consequences for the economic policy choices
of member states. Having lost the ability to devaluate their currency and being
bound by the fiscal rules of the Maastricht Treaty, they would essentially be left to
supply-side reforms (‘internal adjustments’). It was the dominance of the D-Mark
within the EMS that among other things had ended the socialist policies of the
early Mitterrand government. The 1980s had seen other member states grudg-
ingly come around to the German position on monetary policy.'% Based on that
experience, it seemed likely that a system of fixed exchange rates would only rein-
force this dynamic. If member states handed over monetary policy to a European
central bank, it seemed, they would automatically be drawn towards convergent
economic policies. Behind the ostensible call for consensus lay a strong undercur-
rent of force exercised by the autonomous central bank. It would help bring about
convergence in economic policies if it actually followed through on its mandate.

Schliiter was hopeful, but he was also careful. The arrangements he had in
mind raised democratic concerns and despite the potential power of an autono-
mous central bank the need for consensus was real. Ultimately, the public had to
back the policy choices flowing from the primacy of price stability. Otherwise, it
would not work. It was therefore ‘imperative, he noted, ‘to make the European

monetary order democratically legitimate’!?”

4.4. Helpful Ambiguity

Comparing the two memoranda, it is apparent that Schliiter’s two central points
found their way into the Genscher memorandum, while the more cautious point
about democracy did not. It was Schliiter who provided Schonfelder with the
two most important and consequential ideas for the Genscher memorandum.
Schonfelder then rephrased Schliiter’s theory of (forceful) convergence in terms
of the integrationist language. Schliiter had explicitly started off on the assump-
tion that a ‘European currency could not be the catalyst’ for further integration.

106Jeffry A Frieden, ‘Making Commitments: France and Italy in the European Monetary System
1979-1985’ in Barry Eichengreen and Jeffry A Frieden (eds), The Political Economy of European Monetary
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contemporary view of the more problematic consequences, see Riidiger Dornbusch, ‘Money and Finance in
European Integration’ in EFTA (ed), Money and Finance in European integration (Geneva, EFTA, 1988) 9.
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The Genscher memorandum made it a ‘catalyst for the necessary convergence
of economic policy. Although it sounded like a fundamental difference, the nod
to the Werner Report was verbal only. In an internal document written some-
time later which summarised the motivation and thinking behind the Genscher
memorandum, Schonfelder mused that one might object that the time was not
yet ripe for monetary union based on the memorandum’s own criteria.! The
necessary convergence of economic policies had yet to occur. ‘We are hopeful,
Schoénfelder continued, that the conditions laid out in the memorandum would
soon be met. This hope was based, he went on to explain, on the observation that
under the Bundesbank dominance in the EMS, the economic policies of member
states had already begun to converge over the last years.

If the use of word ‘catalyst’ could therefore pass as a political concession, the
Genscher memorandum differed from Schliiter’s in one other important respect.
Genscher’s praise of German economic policy which should serve as the role
model for Europe was more ambiguous than one might have expected. Of course,
the memorandum stated, it was important that member states should agree to
prioritise price stability. What else the ‘magna charta of economic policy’ he called
for would involve was much less clear. Despite his use of ordoliberal language,
Genscher did not belong to the ordoliberal wing of his party and did not hold many
firm economic views other than a deeply rooted disdain for socialism.!? Much to
the annoyance of the Bundesbank, the memorandum just referred to the economic
stability law of 1967 (Stabilititsgesetz) which obliged the government to pursue
price stability, a high level of employment, economic growth, and a balanced trade
account at the same time.!'? The law had codified the Keynesian consensus of
the mid-1960s and seen inflation rise in the 1970s under the socio-liberal coali-
tion. The stability law rested on the assumption that there was a genuine trade-off
between inflation and other economic goals which could be maximised by the
government. To reference the law, therefore, amounted to an implicit contradic-
tion if not outright repudiation of the earlier call for prioritising price stability.

5. From the Memorandum to the Delors Committee

5.1. Shaping Government Policy

Initial public reaction to the Genscher memorandum was mildly positive.!!!
The Financial Times discerned a ‘firm proposal for progress’ and aptly identified

108 PA AA B 224-ZA/168727, Gesprichsvorlage, 25 April 1988.

19 Heumann, Hans-Dietrich Genscher 24.

110 Dyson and Featherstone, The Road to Maastricht 333. That was probably not to the Bundesbank’s liking, as
it would have involved constant and wide-ranging coordination. For the Bundesbank’ role under the stabil-
ity law, see Gunter Berger, ‘Bundesbank und Stabilitatsgesetz’ (PhD thesis, University of Cologne, 1977).

1 The following newspaper articles are taken from the archived press review of the Foreign Office.
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the main tactical point that Genscher’s goal was to ‘calm Bundesbank fears’!!?

That the Bundesbank should serve as the role model for Europe played well with
most German commentators. The chairman of the board of Deutsche Bank,
Wilfried Guth, was enthused and sent Genscher his own thoughts which were
much the same as Schliiter’s and later appeared in the conservative newspaper
Die Welt.''3 Conservative newspapers remained sceptical.''* The Frankfurter
Allgemeine Zeitung (FAZ) commented that it was ‘fair enough politically that
Genscher was flying high, but he lost sight of reality’!'®> Swiss Newspaper NZZ only
saw ‘wishful thinking’!'® A lobby group for ‘German savers’ found the proposal
simply ‘naive’!’” Otmar Issing called a European central bank ‘a phantom’ and
Genscher’s insistence on independence ‘empty rhetoric’!!8

More importantly though, the discussion had been set in motion. Genscher
was content. Soon after his memorandum was published, ‘diplomatic circles’ -
probably none other than Genscher’s team - launched the rumour that Chancellor
Kohl agreed with the memorandum, although he had not been consulted before-
hand.'!® The Chancellor let it be known through his press secretary that ‘of course’
he had known in advance.!?® In his view, Genscher had done nothing more than
‘to substantiate’ his own ideas ‘with details.!?! But Kohl’s spokesperson added that
monetary union would take time. Less than two weeks after the memorandum
was published, the FAZ reported that ‘apparently’ Chancellor Kohl had embraced
Genscher’s proposal.'?? At the same time, Lutz Stavenhagen, minister at the
Chancellery, voiced concerns and scepticism.!?*> Kohl remained ambivalent for
the time being and sent mixed signals, keeping his options open.!?

12 Andrew Fisher, ‘Genscher seeks EC currency, central bank’ Financial Times (London,
27 February 1988).

13PA AA B224-ZA/168727, Letter dated 29 February 1988. ‘Die Bank von Europa steht am Ziel eines
langen, goldenen Mittelweges’ Die Welt (Berlin, 3 March 1988). Guth had initially planned to publish
his article in the more liberal Die Zeit.

114 Vorsicht - Kommission’ Welf (Berlin, 27 February 1988).

115‘Genschers Hohenflug’ Frankfurter Allgemeine Zeitung (Frankfurt am Main, 1 March 1988).

116Playdoyer Genschers fiir eine Europiische Zentralbank' Neue Ziiricher Zeitung (Zirich,
29 February 1988).

17PA AA B 224-ZA/168727, DPA press release ‘Sparschiitzer halten Genschers Wéhrungsplan
fiir naiv, 1 March 1988.

18 Otmar Issing, ‘Buropdische Notenbank — ein Phantom’ Frankfurter Allgemeine Zeitung (Frankfurt
am Main, 12 March 1988) 13.

119‘Genscher will in Hannover EG-Zentralbankpline vorlegen’ Hannoversche Allgemeine Zeitung
(Hannover, 27 February 1988).

120pA AA B 224-ZA/168727, Press conference, 29 February 1988.

121 Helmut Kohl, Deutschlands Zukunft in Europa: Reden und Beitriige des Bundeskanzlers (Herford,
Busse & Seewald, 1990) 735.

122Trotz Bedenken P&hls neue Pline zur europiischen Zentralbank’ Frankfurter Allgemeine Zeitung
(Frankfurt am Main, 4 March 1988). P6hl had been appointed by Chancellor Schmidt. For his ambiva-
lent position, ¢f Harold James, ‘Karl-Otto Péhl: The Pole Position, in Dyson and Maes, Architects of the
Euro 170-92, 172.

123PA AA B 224-ZA/168727, VWD report, 29 February 1988.

124 Meyer, Deutsche Europapolitik 180. For the difficult political landscape Kohl was trying to navigate,
see Stefan Frohlich, ‘Die innenpolitischen Kontroversen iiber die Europapolitik in der Regierung Kohl’
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In a first reaction, President of the Bundesbank P6hl was careful not to oppose
the memorandum directly.!?> He did not want the Bundesbank to be perceived
as the perpetual naysayer. Over the years, Genscher had tried to court him and
to keep a good relationship despite their obvious differences. In line with the
traditional Bundesbank stance never to oppose European integration outright,
the President said in an informal talk with journalists that he ‘welcomed’ the
memorandum ‘in principle’ The memorandum forced other member states ‘to
put their cards on the table’ and ‘insofar’ it was good. Only, he said, the problems
were ‘gigantic’ To further assess them, the Bundesbank publicly ordered an inter-
nal review. The result also found its way into Schonfelder’s files at the Foreign
Office.!2¢ Surprisingly, it noted that Genscher’s memorandum was in large parts
‘consistent with the principles for the further development of monetary coopera-
tion that had always guided the Bundesbank’: autonomy of the central bank and
a consensus for ‘stability’ 12’

It was likely Schliiter who reviewed the memorandum he himself had helped
to inspire. The internal review was careful to mix downplaying the differences
between the Genscher memorandum and the bank’s position with targeted scep-
ticism. It focused its critique on the peripheral idea of introducing the ECU as a
parallel currency. The central point of contention whether a European central bank
could serve as a ‘catalyst’ for convergence or whether it could only be established
at the end of the process had become ‘an open question’!?® The review concluded
the memorandum was a useful ‘political initiative’ that needed more expertise -
which the Bundesbank should provide.'? With some dissenting votes, the review
was adopted during a meeting of the Bundesbank Council in early March 1988.13
In mid-March, Ernst Albrecht, Ministerprisident of Niedersachsen, a power-
ful figure within the CDU, endorsed Genscher’s proposal.'*! As he saw that
the memorandum was beginning to gain traction, Pohl publicly warned that

‘enthusiasm’ for Europe should not lead to ‘illusion’!3?

in Hanns Jirgen Kisters (ed), Deutsche Europapolitik Christlicher Demokraten (Diisseldorf, Droste,
2014) 363-82, 366-70.

125pA AA B 224-7ZA/168727, Vorlage ‘Bundesbankprisident Pohl im Presseclub;, 1 March 1988.

126pA AA B 224-ZA/168727, ‘Betrefl: Memorandum fiir die Schaffung eines europaischen
Wiahrungsraumes und einer Europiischen Zentralbank von Hans-Dietrich Genscher, undated.

127ibid 1.

128ibid 2-3.

129bid 4.

130 Meanwhile, member of the Bundesbank Council Giinter Storch (FDP) privately wrote to Genscher
to let him know that he disagreed with his colleagues. He found the proposal ‘particularly suit-
able’ and was eager to tell Genscher he had declared so publicly in a local party meeting, PA AA B
224-7.A/168727, Letter dated 29 March 1988.

131 ‘Albrecht lobt Genscher “Wihrungsunion notig” Hannoversche Allgemeine Zeitung (Hannover,
9 March 1988). Albrecht was the father of later President of the Commission Ursula von der Leyen.

132pshl warnt vor Europa-Illusionen’ Frankfurter Allgemeine Zeitung (Frankfurt, 11 March 1988).
Po6hl was in a difficult position, navigating different factions in the Bundesbank Council and trying to
preserve the reputation of the Bank, see Gaddum, Die deutsche Europapolitik in den 80er Jahren 304.
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Why was the Genscher memorandum not shot down by the Treasury? It was
not for a lack of trying. In a frenzy, Treasury officials prepared their own memo-
randum for finance minister Stoltenberg. It was published two weeks later, on 15
March 1988.133 The Stoltenberg memorandum, likely finalised by the then perma-
nent secretary and later President of the Bundesbank Hans Tietmeyer who had
a habit of controlling all documents to the comma, did not even mention the
Genscher memorandum by name. It just referenced ‘several proposals’ The rather
lengthy memorandum listed the progress achieved over the last years. Monetary
union was only for the ‘long term’ It repeated Treasury orthodoxy but presented
no alternative to Genscher’s proposal. The opposition party SPD publicly rebuffed
Stoltenberg and commended Genscher, who had sent Schonfelder to brief and
lobby them.!** Former Chancellor Schmidt assisted from the sidelines. In
a long article in Die Zeit he launched a broadside against Stoltenberg and the
Bundesbank.'** He did not mince his words. According to Schmidt, the corona-
tion theory was nothing but a distraction; central bankers had strongly opposed
EMS at the start only to later appreciate its success; and monetary union was the
only chance against unpredictable fluctuations of the dollar caused by an ‘undis-
ciplined fiscal and tax policy’ in the United States. In addition, he claimed that
Germany could hardly serve as a role model for Europe as it ran a continuous
trade surplus for which, he predicted, it would one day pay a hefty political price.
He settled some old scores, complaining that the Bundesbank was overstepping
its territory and had developed into a fourth branch’ Europe was for politicians,
not for monetary zealots.

Meanwhile, Stoltenberg failed to convince Kohl and the Cabinet to unequivo-
cally endorse his memorandum.!3® The day after it was published, the FAZ already
reported that the government was ‘on Genscher’s course’!3” Kohl, the article noted,
had expressed his tentative support for Genscher in a meeting with business lead-
ers. His published speech was much more careful.!*® Germany and France would
take a leading role in developing monetary integration further, he assured them.

For his later reflection on the process, see Pohl, ‘Der Delors-Bericht’ 196-97: the Genscher memoran-
dum ‘caused astonishment, to put it mildly’.

133Zur weiteren Entwicklung der wihrungspolitischen Zusammenarbeit in Europa, reprinted in
Kragenau and Wetter, Europdische Wirtschafts- und Wihrungsunion 310-12.

134PA AA B 224-ZA/168727, Press release of the SPD parliamentary party ‘Weichenstellungen fiir
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see Vorlage, 15 April 1988.

135‘Blockiert von Kleinmiitigen’ Die Zeit (Hamburg, 22 April 1988).
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(Berlin, Siedler, 1997) 328-30.

137 ‘Auf Genscher-Kurs’ Frankfurter Allgemeine Zeitung (Frankfurt, 16 March 1988).

138 The published speech insisted on convergence and stated that it was ‘still a long way to go’ It was
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Helmut Kohl, Reden zu Fragen der Zukunft (Bonn, Presse- und Informationsamt der Bundesregierung,
1989) 174. It is unclear whether the FAZ report misread Kohl’s remarks or whether he went off script.
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In a meeting on foreign policy in mid-April, he let his party know that close coop-
eration in monetary matters was essential, but that a central bank required ‘great
care’13® For a while, Kohl seemed to manoeuvre between both positions to manage
the conflict in his cabinet.!? Still in mid-May, Kohl once again declared there was
‘no hurry’ for a European central bank, probably to keep Stoltenberg and P5hl in
the dark.!*! However, when it was time to prepare the Council in Hanover, he had
finally come around to Genscher’s position.'4?

For Kohl, the Genscher memorandum had several advantages. He could
no longer be outflanked by his intra-party rivals on European policy.!*> More
importantly, he could regain control of the process, demonstrate statesman-
ship, and advance European integration strengthening the Franco-German
alliance.'** More than once, he had declared that it was part of Germany’s ‘raison
détat’ to be the ‘engine’ of European integration.!*> Kohl so sincerely believed
in this idea that he eschewed committing himself to any clear concept of what
it meant.!#® The government had never formulated any detailed proposal for
European policy.!*” As Dyson and Featherstone aptly observe, he was for the
EMU ‘in principle.'*® In practice, he had long viewed it primarily as a tactical
question of domestic politics.!*’ In the early years of his chancellorship, Kohl
usually sided with the Bundesbank and the Treasury on monetary matters.!>
Later on, his new adviser Joachim Bitterlich slowly convinced him to change
course.’”! The changing tide in opinion helped. In the end, Kohl arranged a
deal in early June 1988. In a conversation with French President Mitterrand,
he conditioned his consent to monetary integration on the French agreeing to
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capital liberalisation, which provided a political victory for Stoltenberg and the
Treasury.!>?

5.2. European Reactions

The files at the Foreign Office offer a detailed account of how the Genscher memo-
randum was received in the capitals of Europe. Schonfelder ordered the embassies
to send him any news report covering the memorandum.!>® There was quite a
press storm in Germany - all dutifully collected by Schonfelder and sent up to his
master — but European reactions were more muted and cautious. French newspaper
Le Quotidien made Genscher ‘homme du jour’!>* The catholic La Croix warned
against what it perceived as the newly found alliance between Genscher and
P6hL.1>° Le Monde reported in a mildly positive way.!*® Italian newspapers could not
report about the memorandum at first because reporters were on strike.'>”

Former French Prime Minister Raymond Barre expressed scepticism in a
private conversation with Willy Brandt’s former chief of staff Horst Ehmke.'>® It
was too early for a central bank, he thought. Current finance minister Edouard
Balladur remarked that the Bundesbank could hardly serve as the role model for a
European central bank as all other banks in Europe were organised like the Banque
de France.'>® Behind this outward veil of scepticism, internal reactions were more
enthusiastic. Pierre de Bouissieu, the Quai d’Orsay’s head for economic coopera-
tion, noted that the Genscher Memorandum was ‘a present on a silver plate, one
‘we have been waiting for ... for five years’!0

Most governments remained cautious as long as it remained unclear whether
the Genscher memorandum represented the new German position or just an initi-
ative by the Foreign Minister. Only Her Majesty’s Treasury made it known to the
German embassy that it would have preferred to have been consulted in advance
of such a major policy change!®! - all the more as the Memorandum clearly took a
turn in the wrong direction in its view. The Community was not ready for mone-
tary union, neither politically nor economically. Sensing danger for its control over
the Bank of England, the UK Treasury remarked that the constitutional setting of
national central banks was too divergent, and a European central bank was nothing
more than ‘a vision. Dublin, Copenhagen, Athens and Rome initially did not react
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at all. Treland later voiced scepticism,'%? arguing that the Genscher memorandum

was premature, whereas Ireland had ‘no problem’ with Stoltenberg’s position.
Athens informed the German embassy that Greece supported the Memorandum
‘in principle}'®® but the approach needed to be broadened to include financial
assistance for member states such as, for instance, Greece.

In April, the Handelsblatt correspondent from Brussels reported that Genscher’s
initiative had won applause in Europe; the demarche of his junior minister
Irmgard Adam-Schwaetzer who had called currency union a ‘condition’ for the
common market was seen as ‘revolutionary’!®* President of the Luxembourg
Institut monétaire Pierre Jaans, on the other hand, provided an early scathing
critique of the Genscher memorandum to his interlocutor from the German
embassy.'®> According to Jaans, a European central bank would not be able to
bridge the North-South divide; German economic policy could hardly serve as
a role model for Europe; and its unemployment numbers and a constant trade
surplus were far from exemplary. He claimed that the independent Bundesbank
was a specific product of the post-war situation, and even in Germany it would
not be founded again in the same form today. To hold it out as a role model was
therefore ‘unfortunate’

5.3. More than a Footnote?

In June, the European Council in Hanover adopted the mandate for a commit-
tee of experts along the lines proposed by Genscher. From that moment on, the
process was underway. Negotiations for monetary union came close to falling
apart more than once in the following years, but conceptually they never went
beyond the basic parameters set out in the Genscher memorandum. Is the history
of the memorandum worth more than just a footnote to the Delors Committee
and the protracted negotiations of the Maastricht Treaty? If so, certainly not to
eulogise a foreign minister who was not shy to sing the praise of his memorandum.
In Genscher’s memoir, the memorandum became the culmination of his European
initiatives — a ‘three-stage-rocket’ starting with the Genscher-Colombo initiative
in 1981, leading to the Single European Act and ultimately to monetary union.'%
Beyond this questionable teleological narrative,'” it might still be worth thinking
about the Genscher memorandum, since it indicates several core assumptions on
which the founding of the EMU rested.
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The Genscher memorandum placed the central bank at the heart of monetary
union, partly for tactical reasons, but mostly out of conviction. Not only was
it to be made independent from government, for there was no European
government, but ‘autonomous’ as the memorandum explicitly demanded.
The memorandum seemed to assume that institutional arrangements simi-
lar to those of the Bundesbank would lead to similar policies, even though
the European central bank would operate in a very different political and
economic environment. Schliiter had seen this point and reasoned that ‘crite-
ria of independence do not conclusively indicate how a central bank will act’
Ultimately, the memorandum nevertheless operated on the assumption that
replicating the Bundesbank would replicate its policies.

Economic integration could be saved for a later day, but it would follow. In
an opaque passage, the Genscher memorandum argued that monetary and
economic union were ‘closely linked. Potential ‘tensions’ between the two
areas could ultimately only be resolved through ‘parallel progress in both
domains. Those who wrote the Genscher memorandum believed that their
own pro-integrationist stance was a cross-party constant in German politics
that would endure. They did not anticipate that the same tactical skilfulness
they employed to force it through could lead future German politicians in a
different direction. Asymmetry therefore had a strong tactical component.
To make the institutional structure of the central bank front and centre side-
lined the main internal opponent of monetary integration and was designed to
assuage a public which trusted independent experts more than elected politi-
cians. Asymmetry was not here to stay. It was not invented by the ordoliberal
Eurosceptics who usually defend it in contemporary German politics. It was a
structure invented by a group of strongly pro-European German officials, some
with ordoliberal leanings, and fought through by pro-European politicians who
believed in European integration to a degree that has become rare these days.
The history of the Genscher memorandum underscores that asymmetry was
not based on any elaborate economic theory. At most, there was an argument
of how it might work. It assumed that the monetary policy of an autonomous
central bank could ultimately force member states into the right economic
policies and that it would do so because it was made independent from
electoral politics.

To assuage democratic concerns, monetary union had to - and could - be
based on a ‘consensus’ on economic policy. Even without the benefit of hind-
sight, this was a peculiar political category to rely on, let alone in economic
matters. Its central importance for the invention of an asymmetrical mone-
tary union is at least partially explained by two factors. For one, it rested on
the conviction that the German low-inflation economy was not so much a
comparative advantage built on a highly specific economic model but an
arrangement beneficial for everyone and adoptable everywhere. It also rested
on the expectation that a ‘consensus’ would, if necessary, be brought about by
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a forceful central bank with the upper hand - in much the same way that the
Bundesbank had at times cajoled the German government into its preferred
policies. Even then, the proclaimed need for consensus on economic policy
was astonishing. If a monetary union were to work, on the Genscher memo-
randum’s account, it required at least compatible policies of all member states
in a broad field ranging from wage policy to taxing and spending. In effect,
the memorandum stated that the structure it envisaged was dependent on a
comprehensive agreement on national economic and fiscal policies, which
should stand in for a common economic policy at the European level. Read
this way, the Genscher memorandum listed a sweeping set of conditions for
monetary union but weakened them from hard facts to a political agreement
which could easily be expressed but was more difficult to follow through. This
concept had two severe limitations. There was no clear idea which incentives
would bring about the required consensus — other than a central bank. More
importantly, it never asked the obvious question: whether the consensus on
the German economic model would or even could work for all member states
at the same time.
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The Debate on the Revision
of the European Fiscal Rules

Towards More Political Governance
of the EMU?

CLAIRE MONGOUACHON

The European fiscal framework is currently subject to an intensive and wide-ranging
debate. In February 2020, the European Commission launched a review of the EU
economic governance.! Just one month later, the Covid-19 pandemic led to the
activation of the ‘general escape clause’ in order to allow member states to support
their economies. The review then restarted in October 2021 in a totally different
environment.? In December 2021, the French president Emmanuel Macron
announced his willingness to put on the table a revision of the budgetary rules,
which would lead to ‘a more political governance of the economic politics of the
EU’3 This declaration was followed by a call for softer fiscal rules, jointly with
the former Italian prime minister Mario Draghi. Here, it has been stressed that the
fiscal rules ‘should not prevent us from making all necessary investments’ and that
‘debt raised to finance such investments, which undeniably benefit the welfare of
future generations and long-term growth, should be favoured by the fiscal rules.*
The idea that the fight against climate change requires more public investment

! European Commission, ‘Commission presents review of EU economic governance and launches
debate onits future’ (European Commission Website, 5 February 2020) https://ec.europa.eu/commission/
presscorner/detail/en/ip_20_170.

2 Commission, ‘Communication from the Commission to the European Parliament, the Council, the
European Central Bank, the European economic and social committee, the Committee of the Regions —
The EU economy after COVID-19: implications for economic governance’ COM (2021) 662 final.
The Commission invited stakeholders to reflect on the functioning of the EU economic governance
framework and to present their views on how to enhance the framework’s effectiveness.

3 Eric Maurice, “The Challenges of the French Presidency of the Council’ (Fondation Robert Schuman,
European Issue no 618, 10 January 2022) www.robert-schuman.eu/en/european-issues/0618-the-
challenges-of-the-french-presidency-of-the-council.
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seems to be gaining ground. In its Communication on orientations for a reform
of the EU economic framework from November 2022, the European Commission
recognises that ‘the green and digital transitions ... will require sustained high
levels of investment in the years to come’® This finding has been confirmed in the
proposal for a regulation from the Commission dated April 2023.°

The purpose of this chapter is to present the terms of this debate in light of the
historic evolution of the fiscal framework and to highlight that these statements
represent a paradigm shift. Whereas the fiscal legal framework results from
different reforms that complexified the comprehension of fiscal rules in Europe,
traditionally considered a technical field, it seems that the fiscal area is becoming
more ‘politicised The concept of politicisation, although not a legal concept, seems to
be an appropriate concept for thinking about and questioning certain developments
and proposals relating to the framework for the exercise of European budgetary
rules. When referring to the current definition of the term,” a form of politicisation
of the rules in the sense that the matter becomes a political issue can easily be
observed, on the basis of the content of the discussions noted above. More precisely,
political scientists characterise politicisation by three components: issue salience,
actor expansion and polarisation.? Issue salience refers to the visibility of a given
issue in public debate. Expansion refers to the mobilisation of actors becoming
involved in a public debate. Polarisation refers to the intensity of conflict over the
issue. Thus ‘the more salient the issue, the more actors and people participate in
the debate, the more positions are polarized, and the more politicized a decision
or institution is.® From a legal point of view, this results in the questioning of the
degree to which the legal rule is open to political choices.

The theme of the politicisation of the European Union is currently receiving
renewed interest in political science.!” But work on questions of ‘depoliticisation’
has been carried out over the last 20 years in the field of European governance.
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and Mass Politics (Cambridge, Cambridge University Press, 2016) 3-31.

°Michael Ziirn, ‘Politicization Compared: at National, European, and Global Levels’ (2019) 26
Journal of European Public Policy 977.

0Reinout Arthur Van Der Veer, ‘Walking the Tightrope: Politicization and the Commission’s
Enforcement of the SGP’ (2022), 60 Journal of Common Market Studies 81; Taru Haapala and Alvaro
Oleart (eds), Tracing the Politicisation of the EU: The Future of Europe Debates Before and After the 2019


http://www.elysee.fr/en/emmanuel-macron/2021/12/23/op-ed-by-president-emmanuel-macron-and-prime-minister-mario-draghi-on-eu-macroeconomic-and-fiscal-strategy
http://www.elysee.fr/en/emmanuel-macron/2021/12/23/op-ed-by-president-emmanuel-macron-and-prime-minister-mario-draghi-on-eu-macroeconomic-and-fiscal-strategy
https://dictionary.cambridge.org/dictionary/english/politicize?q=politicise
https://dictionary.cambridge.org/dictionary/english/politicize?q=politicise
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The term governance, which appeared in the early 2000s,!! is deeply imbued with
the idea of depoliticisation. Peter Burnham defines depoliticisation as ‘the process
of placing at one remove the political character of decision-making’!? The law has
been a major tool for depoliticising budgetary matters, as will be demonstrated
in the following developments. European budgetary rules, which were initially
conceived as a condition for membership of the eurozone, have become a real
constitutional constraint, in other words, a fully-fledged element of the financial
constitution of the Union (and of the member states). This has had the effect of
removing this fiscal issue or reducing fiscal policy flexibility from the hands of
elected politicians. Authors have underlined that some international organisations
such as the World Bank have played a role in the process of depoliticisation by
deconstructing the political debate and presenting the policy choices as a neutral
and a technical exercise based on expertise.!> In the same vein, the influence of
neoliberalism on the functioning of some economic policies exercised by the
EU has been stressed many times.'"* The severe and controversial argument of
‘Authoritarian Neoliberalism’ has been used in the context of the eurozone crisis to
criticise the supposed attempts of the institutions of the EU to insulate economic
decision-making from democratic influence.!® This will not be the approach
defended in the present chapter.

Elections (Palgrave Macmillan, 2022); Anne-Marie Houde et al (eds), The Politicization of the European
Union: From Processes to Consequences, 1st edn (Brussels, Editions de I'Université de Bruxelles, 2022).
The authors analyse, from an empirical and normative perspective, the consequences of politicisation in
different fields of European integration. Concerning the Euro Crisis, Ines Schifer, ‘Ever more politicized
and Europeanized? Public debates over European integration in France and Germany’ 107-27, 108
stresses that: ‘While European integration issues are primarily politicized at the domestic level, instances
of high domestic politicization can spill over to other European member states, thereby causing
horizontal Europeanization’; Michael Ziirn, ‘Politicization Compared’; Tanja A Borzel and Thomas
Risse, ‘From the Euro to the Schengen Crises: European Integration Theories, Politicization, and
Politics’ (2018) 25 Journal of European Public Policy 83; Hutter, Grande and Kriesi, Politicising Europe;
Pieter De Wilde, ‘No Polity for Old Politics? A Framework for Analyzing the Politicization of European
Integration’ (2011) 33 Journal of European Integration 559 observed an ‘increase in the polarization of
opinions, interests or values and the extent to which they are publicly advanced towards the process of
policy formulation within the European Union.

" Commission, ‘European Governance: A White Paper’ COM (2001) 428; Matthew Flinders,
‘Distributed Public Governance in the European Union’ (2004) 11 Journal of European Public Policy 520.

12 Peter Burnham, ‘New Labour and the Politics of Depoliticisation’ (2001) 3 British Journal of Politics
and International Relations 127.

13 eg Andy Storey, “The World Bank, Neo-Liberalism and Power: Discourse Analysis and Implications
for Campaigners’ (2000) 10 Development in Practice 361.

14See Thomas Biebricher’s chapter in this volume (ch 4).

15 Agustin José Menéndez, ‘Hermann Heller NOW’ (2015) 21 European Law Journal 285; Werner
Bonefeld, ‘Human Economy and Social Policy: On Ordo-Liberalism and Political Authority’ (2013) 26
History of the Human Sciences 106; Thomas Biebricher, The political theory of neoliberalism (Stanford,
CA, Stanford University Press, 2018); more recently: Werner Bonefeld, ‘Economic Constitution and
Authoritarism: Carl Schmitt and the Idea of a Sound Economy’ in Guillaume Grégoire and Xavier Miny
(eds), The Idea of Economic Constitution in Europe: Genealogy and Overview (Leiden, Brill Nijhoff, 2022)
182-203; for further discussions: Vincent Valentin, ‘Discussion Lidée de constitution économique
et ’hypothése du libéralisme autoritaire’ in Grégoire and Miny, The Idea of Economic Constitution in
Europe 237-58.
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The elements of definition of the depoliticisation phenomenon will be taken
as a guide to analyse the developments and discussions about the European
budgetary framework from a legal perspective. In this respect, it is possible
to distinguish between an institutional aspect and a substantive aspect of this
process. Institutional depoliticisation operates by transferring the decision-
making power to independent bodies or non-majoritarian institutions.'® These
bodies are designed to be released to some extent from short-term political
considerations.!” The substantial depoliticisation involves the adoption of a policy
that builds explicit rules into the decision-making process constraining the need
for political discretion. These analytical tools will allow us to examine the margin
of discretion of the authorities responsible for the design and the enforcement of
the European fiscal rules.

The response is dialectical and the proposed plan therefore follows a
chronological path.

In the first part of this chapter, I shall return to the original budgetary
framework and present the successive reforms that have been made to it. It will
be shown that the Stability and Growth Pact (SGP) and the Treaty on Stability,
Coordination and Governance (TSCG) illustrate a process of depoliticisation in
the Economic and Monetary Union (EMU). Indeed, these reforms can be analysed
as a kind of automatisation of the rules focused on financial stability and safe
assets, depriving member states of broader political choices.

The second part of the chapter then gives an overview of the contestation
of the rules and of recent proposals, and especially the ‘greening’ of the rules,
formulated by institutions and academia. It thus illustrates a paradox associated
with the phenomenon of depoliticisation. Political scientists have already
shown that depoliticised governance, by moving decisions away from
representative bodies, can have the unexpected effect of stimulating political
debate more intensively than would be the case in an ordinary legislative
framework.

The third part of the chapter analyses the recent proposal from the European
Commission. The question of whether this text marks a phase of re-politicisation
of fiscal governance will be answered in a nuanced way. Processes of depoliti-
cisation and re-politicisation may actually take place concurrently. The chapter
concludes by questioning the need to establish a new institutional framework to
arbitrate between the different goals which will possibly guide the implementation
of the EU fiscal rules in the future.

16 Giandomenico Majone, ‘Non-Majoritarian Institutions and the Limits of Democratic Governance:
A Political Transaction-Cost Approach’ (2001) 157 Journal of Institutional and Theoretical Economics
57; Giandomenico Majone, “The Two Logics of Delegation: Agency and Fiduciary Relations in
EU Governance’ (2001) 2 European Union Politics 103, 106-07.

17 Matthew Flinders and Jim Buller, ‘Depoliticisation: Principles, Tactics and Tools’ (2006) 1 British
Politics 293, 295-96.
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1. A Movement to Automate Budgetary Rules:
Depoliticised Fiscal Governance?

While budgetary rules had an instrumental place in the Maastricht Treaty
(see section 1.1), these rules were significantly strengthened during the latest
reforms introduced following the euro crisis, and were meant to increase
constraints on states (see section 1.2).

1.1. The Introduction of the Original Budgetary
Constraints — The Result of a Political Compromise

1.1.1. The Unique Place of Budgetary Rules, between National
Economic Sovereignty and Monetary Union

‘Let us rediscover the Maastricht spirit — stability and growth can only go hand in
hand; said the President of the European Commission, Ursula von der Leyen, in
her State of the Union address in September 2022.18 It seems essential to go back, at
least briefly, to the context the Maastricht Treaty budgetary rules were introduced
in, so as to assess the political role assigned to them. The political consensus!®
that was reached at the time of the Maastricht Treaty is well known. The decision
to endow the European Community with a single currency was legally translated
into transferring member states’ monetary powers to a European system of central
banks, whose essential prerogatives were entrusted to a supranational body:
the European Central Bank (ECB). Monetary policy — one of the Community’s
exclusive competences — was in a way federalised at the European level, which was
a major paradigm shift for member states. Deprived of any possibility of acting
on exchange rates to deal with their national economic situations, states were
deprived of a major economic intervention instrument. However, they were not
prepared to surrender all of their economic sovereignty; they wished to hang on
to the exercise of their own national economic policies, which is subject to mere
intergovernmental coordination at the European level. This political consensus
sealed what some authors have called the ‘original asymmetry’?® between monetary
union and economic union.?! From an economic point of view, this dissociation
might be deemed totally artificial or even absurd. However, from a legal point of
view, it leads to the identification of two areas of action governed by very distinct

18 Ursula von der Leyen, State of the Union Address 2022 (European Commission) 11, https://state-
of-the-union.ec.europa.eu/system/files/2022-09/SOTEU_2022_Address_EN.pdf.

1 Francesco Martucci, Lordre économique et monétaire de I'Union européenne (Brussels, Bruylant,
2015) note 42, 440, mentioning the Bruxelles consensus.

20The expression used by Jean-Louis Victor was ‘systematic asymmetries, quoted by Martucci, Lordre
économique et monétaire de 'UE 439.

21 See Christian Neumeier’s and Paul Tucker’s chapters in this volume (ch 2 and ch 1).
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institutional mechanisms. The separation of monetary and economic competences
has been greatly clarified by the Lisbon Treaty. On the one hand, Article 3(c) of
the Treaty on the Functioning of the European Union (TFEU) grants exclusive
competence to the Union for the conduct of ‘monetary policy by Member
States whose currency is the euro’ — an area where the supranational integration
rationale is fully operational. On the other hand, Article 5 TFEU grants the Union the
specific competence to coordinate member states’ economic policies — following
a simple cooperation logic. Budgetary rules hold a unique place in this initial
division, since they are at the heart of the asymmetry between monetary union
and economic union - caught in tension as they stand between the two.

What exactly is the role of the European budgetary rules introduced in the
Maastricht Treaty? Their purpose was not exactly to establish a fiscal union.
Economic theory teaches that in a monetary union, loss of monetary independence
can be partially counterbalanced by setting up a federal budget.?? Hence, a fiscal
policy must accompany the monetary union in order to guarantee one of the
three traditional functions of a federal budget,”® namely the monetary union’s
macroeconomic stabilisation, intended to mitigate cyclical fluctuations. Such a
stabilisation function has not been thought of at the eurozone level. It remains
with the states. This makes economic ‘sense’:?* since the EMU is not an optimal
monetary zone, national budgetary policies focus on asymmetric shocks, ie those
affecting only national or sub-national territories. Meanwhile, the ECB’s monetary
policy makes it possible to absorb symmetric shocks, ie those affecting the entire
eurozone, by acting on interest rates. It is therefore obvious that the budgetary
rules set out in the Maastricht Treaty are not, as such, intended to fulfil one of fiscal
policies’ traditional functions.?®

Rather, the Treaty simply establishes rules for coordinating national budgetary
policies, which at that time were deemed essential for the monetary union’s proper
functioning. Although the famous ‘Maastricht criteria’ are most often associated
with the need for budgetary discipline, these rules, which are purely instrumental,
are above all in the service of monetary stability. Article 104 of the Treaty
establishing the European Community (TEC) (now Article 126 TFEU) provides
that member states shall avoid excessive government deficits. Criteria are defined
in the protocol on the excessive deficit procedure, with reference values set at
3 per cent of GDP government deficit and 60 per cent of GDP government debt.

22Robert A Mundell, ‘A Theory of Optimum Currency Areas’ (1961) 51 American Economic
Review 657.

23The three traditional functions of fiscal policy are: the financing of public goods; the transfer
between regions to correct territorial inequalities; the stabilisation of the economy: Richard Musgrave
and Peggy Musgrave, Public Finance in Theory and Practice (Tokyo, McGraw-Hill Kogakusha, 1989).

24 Agnés Bénassy-Quéré, Xavier Ragot and Guntram Wolff, ‘Quelle union budgétaire pour la zone
euro ¥’ (2016) 2 Notes du conseil danalyse économique 1, 3.

25 Nevertheless, it can be noted that the stabilising function of national fiscal policies is only effective
if public finances are sound. Bénassy-Quéré, Ragot and Wolff, ‘Quelle union budgétaire pour la zone
euro ¢’ 3.
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These criteria correspond to the convergence criteria required for membership in
the single currency, which points to their monetary function. They could easily
be described as functional rules. On the one hand, this monetary stability would
be threatened in the event of excessive budgetary imbalances, hence becoming a
source of inflation.?® On the other hand, for the ECB to be able to dedicate itself
fully to its price stability objective, national fiscal policies must be conducted
responsibly, through rules that impose compliance with sound public finances.
Thus, budgetary rules are not in themselves one of EMU’s objectives, but are a
means to the end of achieving the euro’s overarching monetary stability. Lacking
any intrinsic rationality, the budgetary criteria have been harshly criticised for
their arbitrary nature.?” The 3 per cent ratio, which was also the average in France
at the time, was adopted by Mitterrand on 9 June 1982, and was upheld during the
Maastricht Treaty negotiations by Jean-Claude Trichet.

The monetary justification of budgetary rules is not devoid of consequences
for the constraints they place on the conduct of national policies, given the primacy
granted to the objective of monetary stability.

1.1.2. A Mild Legal Constraint on National Budgetary Policies

The objective of monetary stability, by virtue of its pre-eminent place in EMU, was
bound to exert a constraint on governments’ exercise of their budgetary policies.
Because of the preponderance given to the imperative of monetary stability from
the outset of EMU creation, the compromise reached in the Maastricht Treaty
between the transfer of monetary policy and the preservation of states’ budgetary
competences was, in fact, fated to remain fictitious. The objective of budgetary
discipline would necessarily result in a loss of national budgetary sovereignty. This
is quite a telling example of the influence that a highly integrated policy has on the
conduct of policies that remain under state jurisdiction. Considered as a regulatory
policy,?8 the conduct of monetary policy has quite logically been removed from any
political deliberation mechanism. Bound by Article 105 TEC (now Article 127(1)
TFEU) to guarantee, in complete independence, price stability maintenance, the
ECB is not accountable for its decisions before a political body. No doubt such an
arrangement can be seen as an element of ‘depoliticising’ monetary union,* in line

26 Franklin Dehousse, ‘CUnion économique et monétaire’ (1995) 20 Courrier hebdomadaire du
CRISP 1, 8.

27 See eg Willem Buiter et al, ‘Excessive Deficits: Sense and Nonsense in the Treaty of Maastricht’
(1993) 8 Economic Policy 57.

28 paul Magnette, Le régime politique de I'Union Européenne, 4th edn (Paris, Presses de Science Po,
2023).

29 Fabian Amtenbrink, ‘A Legal and Political Economy Mapping of European Economic Monetary
Union’ in Grégory Kalfleche, Thomas Perroud and Matthias Ruffert (eds), Lavenir de I'Union économique
et monétaire: une perspective franco-allemande (Paris, LGD]J, 2018) 111-31, 115: ‘In vesting the power
to conduct monetary policy for the single currency area in a supranational central bank a deliberate
choice has been made to (attempt to) depoliticize monetary policy’.
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both with the dominant monetarist paradigm of the time and with the European
integration theories.

For all this, the budgetary rules useful for the proper functioning of this
monetary union do not follow this same depoliticised model. The desire to impose
budgetary constraints on states does not stem from the legal framework itself.

On the one hand, budgetary discipline is guaranteed more by market logics
than by the law. Accordingly, the Treaty provides for two rules to warrant that
states will conduct a responsible budgetary policy: the prohibition on the Euro-
system buying back public debt instruments, set out in Article 101 TEC (now
Article 123 TFEU); and the prohibition on both the Union and eurozone states
being answerable for commitments by other states in the eurozone, set out in
Article 103 TEC (now Article 125 TFEU). This is intended to prevent states from
taking budgetary decisions whose financial cost would be borne by the ECB or
by the other states. The law here enshrines the submission of national budgetary
authorities to market rules.’® It enshrines a financial constraint supposed to
reduce the scope for budgetary deviation by states. As will be shown, this rule
proved insufficient and needed to be strengthened.

On the other hand, the legal constraint on states’ budgetary choices does not
exclude exercising a marginal degree of political discretion, both at European
and state levels. As for states, it is worth noting they are only subject to a relative
constraint. First, the wording of Article 126(1) TFEU is not particularly restrictive,
since it provides that states ‘shall avoid™ excessive government deficits. Secondly,
states are only required to comply with a ceiling, set at 3 per cent, which allows
them to retain a measure of financial sovereignty in the composition of their
fiscal revenues and expenditures. National governments are not subject to
any prescription as to how they are supposed to achieve this budgetary target.
Nevertheless, it is worth noting that a medium-term budgetary framework has
existed since the beginning of EMU. States must prepare annual convergence or
stability programmes, which include budgetary and macroeconomic projections
for the current year and the following three years, covering all budgetary aggregates.

As far as Community institutions are concerned, they are not dispossessed of
political choice. Granted, it is sometimes stressed that the budgetary surveillance
procedure involves independent bodies that issue forecasts and analyses and make
recommendations. Article 126(1) TFEU provides that the European Commission
shall adopt a report that takes into account the medium-term economic and
budgetary position of those states that do not meet at least one of the two criteria.
Eurostat provides the necessary statistical data for this purpose. However, the
procedure is not depoliticised, since the final word is indeed given to a political
body - a real decision-making body. According to Article 126(6), it is the Council

300n the distinction between discipline by the market and discipline by law, see Martucci, Lordre
économique et monétaire de 'UE; Herwig Hofmann, Katerina Pantazatou and Giovanni Zaccaroni, The
metamorphosis of the European economic constitution (Cheltenham, Edward Elgar Publishing, 2019).
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itself that ‘decides’ whether or not there is an excessive deficit. It is therefore a
political institution, which enjoys indirect democratic legitimacy, that is responsible
for the decision. This legal quirk seems to be linked to the wishes of the Monetary
Committee of the European Community. In return for the above-mentioned
reference values that were being proposed, it was intended to leave a certain role to
public authorities, as opposed to a purely mechanical application of the criteria. The
use of strict quantitative criteria was thereby counterbalanced by a degree of flex-
ibility in the implementation process, leaving some room for political judgment.!

Opverall, the budgetary framework established by the Maastricht Treaty reflects
the unique place of budgetary rules: an embryonic constraint, necessary for the
proper conduct of monetary policy, but also relative, because of its concern to
preserve states’ economic sovereignty.

It was the first reform of the Maastricht Treaty that paved the way for a
system that more closely supervised budgetary policies — a process that was to be
significantly amplified by the reforms introduced following the euro crisis.

1.2. The Attempt to Automate Budgetary Surveillance in the
Wake of the Euro Crisis

1.2.1. The First Step Towards a Rule-Based System

While the Maastricht criteria were designed as a condition for states to join the
eurozone, which could constitute a strong incentive to comply with them, the
nature of the debate changed very quickly. The budgetary framework, considered
insuflicient, was the subject of two divergent positions, represented respectively by
Germany and France.

Germany had long argued for stricter rules. As early as 1992, the Council of Wise
Men had called for sanctions to be defined more precisely and enforced more strictly,
a demand that was reiterated in 1995 in the form of a proposal for a ‘budget pact’*?
This preference for a rule-based system was widely supported by the Bundesbank,
and by public opinion, which was increasingly negative about EMU because of the
dangers to macroeconomic stability. France, on the other hand, insisted on the prin-
ciple of economic government. It advocated the establishment of a political body as
a counterpart to the ECB and rules more oriented towards growth and employment
issues, but to no avail.*3 In the absence of a consensus to propose a revision of the
Maastricht Treaty, the Community turned to legislative reform.

31 Lorenzo Bini-Smaghi, Tommaso Padoa-Schioppa and Franceso Papadia, The Transition to EMU in
the Maastricht Treaty (Princeton, NJ, Princeton Book Company, 1994).

32 Martin Heipertz and Amy Verdun, ‘The Stability and Growth Pact - Theorizing a Case in European
Integration’ (2005) 43 Journal of Common Market Studies 985.

33 These proposals were not compatible with the German position. Heipertz and Verdun note that
Germany had proposed the establishment of a Stability Council, but that this proposal was withdrawn
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The purpose of the first reform of the Maastricht rules through the SGP was
thus to strengthen economic stability and to establish budgetary discipline as an
integral part of EMU (and no longer as a mere appendage to monetary union).
Without getting into a detailed presentation of this pact, all that needs to be said
is that it includes a preventive component (Council Regulation no 1466/97) that
aims, through multilateral surveillance, to keep national public deficits below the
3 per cent threshold. States’ stability programmes must contain a medium-term
objective (MTO) of a position close to balance or in surplus, as well as an
adjustment path that should make it possible to achieve this objective. In addition,
a new criterion focusing on the level of public spending has been introduced:
net spending may no longer grow beyond the reference rate for potential GDP
growth in the medium term. It is therefore no longer only the results that are
monitored, but also the means of achieving them. The coordination of budgetary
policies is thus achieved through the inclusion of new budgetary constraints on
states. The pact also includes a deterrent component (Regulation no 1467/97)
that specifies a number of elements of the excessive deficit procedure. On the one
hand, the notion of ‘exceptional and temporary excess’ of the 3 per cent public
deficit was defined. On the other hand, the sanctions incurred are spelled out:
in theory, the Commission and the Council can impose budgetary consolidation
measures on the states concerned. All in all, the control of states’ budgetary
policies is undeniably reinforced.

However, this rule-based system does not remove all discretion from the
authorities: the power to impose sanctions is vested in the Council and the Court
of Justice has had occasion to specify that the exercise of this decision-making
power is discretionary.>*

In contrast, the latest reforms have tended towards a form of budgetary rules
automation.

1.2.2. Distancing from Politics by Strengthening Budgetary
Constraints

Following the 2008 financial crisis, the Union adopted a series of legislative
texts that it is impossible to present in detail here. Let us simply note that
the Six Pack, composed of six regulations adopted in 2011,% and the Two

because of the fear that this body would gradually be transformed into an economic government that
could give instructions to the ECB. See Heipertz and Verdun, ‘The Stability and Growth’ 998.

3 Case C-27/04 Commission of the European Communities v Council of the European Union
ECLLI:EU:C:2004:436.

3 Regulation (EU) No 1174/2011 of the European Parliament and of the Council on enforcement
to correct excessive macroeconomic imbalances in the euro [2011] OJ L306/8; Regulation (EU) No
1175/2011 of the European Parliament and of the Council amending Council Regulation (EC) No
1466/97 on the strengthening of the surveillance of budgetary positions and the surveillance and coor-
dination of economic policies [2011] O] L306/12; Regulation (EU) No 1176/2011 of the European
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Pack,* approved in 2013, have very significantly limited the principle of
national budgetary sovereignty.

On the one hand, budgetary objectives are more clearly defined, completing
the rule-based system initiated with the SGP. With regard to the SGP preventive
arm, a new public expenditure criterion has been introduced, which stipulates
that, for countries that have not yet reached their MTO, public expenditure
growth rate must not overshoot a reference rate for potential GDP growth in the
medium term. The public debt criterion is subject to a numerical benchmark for
assessing whether public debt is evolving at a satisfactory level, namely that the
gap between the debt ratio and the 60 per cent value decreases by 1/20th per year,
over an average of three years.

On the other hand, states experiencing difficulties in terms of budgetary
stability are subject to increased surveillance by the Commission: Regulation
473/2013, in addition to subjecting eurozone states to a common budgetary
timetable, requires states to communicate to the Commission the details of the
measures they intend to implement to correct their excessive deficit. This may go
as far as the presentation of an economic partnership programme detailing the
structural reforms undertaken to remedy their excessive deficit.

In addition, the same regulation requires states to set up independent
budgetary bodies to ensure better budgetary rules monitoring. In France, the
High Council for Public Finance, attached to the Court of Auditors, was created in
2012, while, at the European level, the European Budget Committee was created in
2015 to evaluate the implementation of the EU budgetary framework.

Such tightening of the European budgetary framework is made all the more
effective as it is intertwined with the more general framework of the Union’s
economic governance. For example, in 2010, the European Semester became an
instrument for coordinating national economic and budgetary policies. States’
macroeconomic measures must be consistent with the objectives and budgetary
rules defined at the European level.

As a final point of this evolution, the Fiscal Compact was signed in 2012 to
ensure better budgetary surveillance and coordination within the EU.>” Although
its budgetary part is relatively short and its legal contribution rather limited insofar
as most of its provisions were already contained in the Six Pack and the Two Pack,
it had the symbolic function of anchoring commitment to budgetary discipline.

Parliament and of the Council on the prevention and correction of macroeconomic imbalances [2011]
OJ L306/25.

36 Regulation (EU) No 472/2013 of the European Parliament of the Council on the strengthening of
economic and budgetary surveillance of Member States in the euro area experiencing or threatened
with serious difficulties with respect to their financial stability [2013] OJ L140/1; Regulation (EU)
No 473/2013 of the European Parliament of the Council on common provisions for monitoring and
assessing draft budgetary plans and ensuring the correction of excessive deficit of the Member States in
the euro area [2013] OJ L140/11.

37 Treaty on Stability, Coordination and Governance in the Economic and Monetary Union (Brussels,
2 March 2012).
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Among the Treaty’s contentious innovations, the first is the obligation for states
to enshrine compliance with the SGP provisions in their national laws (if possible,
at a constitutional level). This ‘golden rulé) a real brake on indebtedness,® stipulates
public administrations’ budgetary situations must be in balance or in surplus.*’
Second, the monitoring mechanisms, already tightened in the Six Pack, are
further strengthened in the SGP. Sanctions are triggered on the Commission’s
recommendation, unlessthe Council, actingbyaqualified majority,opposesthem. This
procedure’s generalisation is supposed to confer on sanctions a degree of automaticity.

This is precisely what has triggered a major wave of protest.

2. Challenging European Budgetary Governance

Paradoxically, this depoliticisation process of budgetary rules has given rise to a
wave of political protests, particularly in France (section 2.1). In recent years, it has
been followed by a debate that opens the way towards taking into account not only
budgetary but also political and social issues (section 2.2).

2.1. The Political Challenge to the Process of Budgetary
Tightening

2.1.1. The Terms of the Challenge

There are countless analyses produced both in academic circles and in public debate
that question the process of strengthening the European budgetary constraint.
Following the financial crisis, a number of so-called budgetary austerity measures
were passed, provoking a feeling of rejection of the entire European project on the
part of some citizens. The economic reforms introduced may have had negative
economic effects on growth and may have been perceived as a direct consequence
of European budgetary surveillance.

The terms of the debate have often been ideologised insofar as some of the
new fiscal governance key features have been used to support a demonstration of
the EMU’s allegedly ordoliberal character.®’ In Germany as well as in France, this

38 Olivier Clerc and Pascal Kauffmann, LUnion économique et monétaire européenne (Paris, Editions
Pedone, 2016) 202.

3'This rule is considered to be respected if the structural deficit of a state does not exceed 0.5%
of GDP, or 1% for states with a debt level of less than 60%. In addition, states must pursue a specific
medium-term objective defined in terms of structural balance.

400On this renewed interest in ordoliberalism in the context of the euro crisis, see Josef Hien and
Christian Joerges, ‘Dead Man Walking: Current European Interest in the Ordoliberal Tradition’ (2018)
EUI Working Paper LAW 2018/03 http://cadmus.eui.eu/bitstream/handle/1814/51226/LAW_2018_03.
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demonstration has led to critical academic positions against the authoritarian
slide of European economic and financial governance.*! Worse, in France, this
ideologisation has led to extremely aggressive positions against Germany, which
was suspected, particularly at the time of the Greek debt crisis, of imposing
its rigorous economic views on all its European partners at the expense of
democratic choice.*?

It is worth noting that this vehement criticism of the European budgetary
framework focuses precisely on the constituent elements of what we have called
the depoliticisation process of budgetary rules. Some authors have questioned
the budgetary constitutionalisation phenomenon reinforced by the TSCG: the
ordoliberal doctrine was said to have been ‘engraved in the marble of the
treaties’*® The strengthening of the budgetary constraint has led to the claim
that the European Union is a genuine ‘iron cage.** The Union was said to have
confiscated states” political choice by imposing on them the pursuit of a single
financial objective.*®

The distancing of political bodies has also been decried. We are witnessing a
new form of governance by numbers,*¢ steered by technocratic authorities, devoid
of any political legitimacy. The crisis in the eurozone was said to have radicalised
budgetary discipline and accelerated what some authors have called ‘tutelary
federalism’*” by submitting to budgetary rules tutelage, exercised in the form of
automatic steering, states were said to have de facto relinquished the exercise of
their powers in economic matters and lost the sovereignty they had wished to
preserve at the time of the Maastricht Treaty.

pdf; Josef Hien and Christian Joerges (eds), Ordoliberalism, Law and the Rule of Economics (Oxford,
Hart Publishing, 2017).

“ Further to the reference mentioned above (c¢f n 12): Ulrich Beck, Das deutsche Europa: Neue
Machtlandschaften im Zeichen der Krise (Berlin, Suhrkamp Verlag, 2012); Grégoire Chamayou, La
société ingouvernable: Une généalogie du libéralisme autoritaire (Paris, La Fabrique, 2018); Nicolas
Guillet, ‘Les finances publiques contemporaines: surveiller et punir? De la norme démocratique a la
norme disciplinaire’ in Jacqueline Guittard, Emeric Nicolas and Cyril Sintez (eds), Foucault face a la
norme (Paris, Mare et Martin, 2020) 87-106, the author advances that the state is put ‘under market
surveillance’ by European budget discipline rules.

42 Jean-Christophe Cambadélis, ‘Lettre ouverte a un ami allemand’ (EURACTIV, 16 July 2015) www.
euractiv.fr/section/politique/opinion/lettre-ouverte-a-un-ami-allemand; Dominique Strauss-Kahn,
‘Lettre ouverte & mes amis allemands’ (Huffington Post, 18 July 2015) www.huffingtonpost.fr/actual-
ites/article/dsk-partage-ses-pensees-sur-la-grece-dans-une-lettre-ouverte-a-ses-amis-allemands_
59003.html.

#3Frédéric Lordon, La malfacon: Monnaie européenne et souveraineté démocratique (Arles,
Actes Sud, 2015).

# Ppierre Dardot and Christian Laval, Ce cauchemar qui nen finit pas: Comment le néolibéralisme
défait la démocratie (Paris, La Découverte, 2016).

45 Robert Salais, Le viol d’Europe: Enquéte sur la disparition dune idée (Paris, PUF, 2013).

4 Alain Supiot, La gouvernance par les nombres: Cours au collége de France (2012-2014)
(Paris, Fayard, 2015).

47 Michel Dévoluy, ‘Lordolibéralisme et la construction européenne’ (2016) 3 Revue Internationale
et Stratégique 26.
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2.1.2. The Reasons for the Dispute

Strikingly, the handling of the Greek debt crisis gave rise to radically divergent
controversies on both sides of the Rhine. This is not to say that challenges to
budgetary discipline have not occurred in Germany, as has been indicated. Rather,
the focus was more on the departures from the legal framework.*® Creating the
European Stability Mechanism (ESM), in exchange for which the TSCG was
signed, was seen by some as a violation of the prohibition in Article 125 TFEU.*’
The unconventional measures taken by the ECB in return for abiding by specific
budgetary guarantees were deemed to violate the prohibition of the non-bailout
clause and public debts monetarisation. While German doctrine perceived these
developments as a possible ‘crisis of law,*® French doctrine seemed reassured
by these mechanisms, which can be analysed as intervention decisions — both
financial and monetary.

These divergences can no doubt be attributed to traditional differences between
these two countries: the weight of German Ordnungspolitik, ie great attachment
to a policy subject to rules in Germany, versus a long tradition of economic
interventionism in France.®' There is, undoubtedly, more reluctance in France
to accept that parliament, and especially the government in economic matters,
should be limited as regards the exercise of their sovereign choices.

For whatever reasons, this protest movement, which has become polarised
around the European budgetary framework, is akin to a process of budget-
ary issues politicisation. Fuelled by the Covid-19 crisis, this movement has
generated, in a surprising reversal of fortune, a form of budgetary rules
politicisation.

2.2. The Politicisation of the Debate

The second feature of the re-politicisation of budgetary rules lies in the current
debate characteristics. This debate has not only intensified in recent years, but
has also been broadly renewed to include imperatives that are less technical than
political in nature.

48 Matthias Ruffert, ‘Mehr Europa - eine rechtswissenschaftliche Perspektive’ (2013) Zeitschrift fiir
Gesetzgebung 1, 5.

49 Martin Seidel, ‘Europdische Wihrungsunion und rule of law’ (2012) ZEI Working Paper B05 2012
www.zei.uni-bonn.de/de/publikationen/medien/working-paper/wp2012_b05.pdf.

50 Christian Callies, ‘Nach der Krise ist vor der Krise: Integrationsstand und Reformperspektiven der
Europdischen Union’ in Jiirgen Brohmer (ed), Europa und die Welt: Kolloquium zu aktuellen europa-,
volker- und menschenrechtlichen Themen aus Anlass des 80. Geburtstages von Prof. Dr. Dr. h.c. mult.
Georg Ress (Baden-Baden, Nomos, 2016) 73-97.

°1 On this approach, see Kalfleche, Perroud and Ruffert, Lavenir de 'Union économique et monétaire 9.
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2.2.1. The Diversity of Proposals

While initially European budgetary rules may have seemed immune to any
discussion given their functional nature, as described above (they are designed
as a tool for monetary union functioning), they have been criticised and
proposals for reform have been made in very different ways since the end of the
2010s, particularly in the wake of the Covid-19 crisis. In general, there is a form of
polarisation in the debate that makes it difficult to reach a consensus, at all levels.
At a political level, this growing polarisation and fragmentation can be observed
both within and between countries. While France - although it does not comply
with the rules - and Italy as well are arguing for more flexibility,”? other countries,
such as the Netherlands and Germany, are calling for greater rigour.

At an academic level, the political divide is coupled with a debate fuelled by a
wide variety of proposals from economists, beyond the shared observation that
rules need streamlining. Among these proposals, Olivier Blanchard’s suggestion
has received much attention and deserves to be presented here.>> Blanchard starts
from the premise that the initial budgetary rules were economically unsatisfac-
tory: the debt and deficit criteria could be easily met in prosperous economic times
but, in contrast, could prove harmful in times of economic recession. Blanchard
also notes that these initial rules were gradually made more complex, as a result
of the reforms mentioned above: new criteria were added and flexibility clauses
introduced. These rules have remained economically irrelevant and have been
repeatedly breached, but these violations have never led to sanctions. Given these
observations, Blanchard proposes replacing the current budgetary criteria (rules)
with more general standards (principles) in order to obtain some flexibility in the
determination of public finance objectives. The point is to examine each national
situation to determine whether the debt is sustainable, which would not depend
on debt and deficit criteria but on economic and political factors requiring specific
analysis.

For all this, Blanchard’s proposal does not lead to a more political governance
of these budgetary ‘principles’ because the objectives would be set by independent
institutions for each eurozone country. Therefore, the flexibility gained at the stage
of defining the budgetary objectives assigned to states would be offset by strength-
ening the procedure for monitoring their enforcement. On the one hand, the
Commission would be responsible for making recommendations to states, notably

52 Emmanuel Macron and Mario Draghi, ‘Op-ed by President Emmanuel Macron and Prime Minister
Mario Draghi on EU Macroeconomic and Fiscal Strategy’ (Elysée, 23 December 2021) www.elysee.
fr/en/emmanuel-macron/2021/12/23/op-ed-by-president-emmanuel-macron-and-prime-minister-
mario-draghi-on-eu-macroeconomic-and-fiscal-strategy.

53 Qlivier Blanchard, Alvaro Leandro and Jeromin Zettelmeyer, ‘Redesigning EU fiscal rules: From
rules to standards’ (2021) Peterson Institute for International Economics Working Papers 21-1 www.
piie.com/sites/default/files/documents/wp21-1.pdf.
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concerning their primary balance trajectory, and these recommendations would
no longer be subject to a decision by the Council of the Union. In the event that
a state does not comply with the changes requested by the Commission, the latter
could prevent the adoption of a budget. On the other hand, if the Commission’s
recommendation is opposed, the state concerned would have to appeal to the
Court of Justice (through the creation of a specialised chamber capable of render-
ing a decision quickly) or to the European Budget Committee, whose decisions
would be binding for the state concerned.

Other proposals consist in keeping only the 60 per cent debt ratio to the detriment
of other existing procedural rules (MTO, flexibility clauses, etc). Therefore, the only
operational rule would be an expenditure rule implying a downward trend in debt,
while allowing the deficit to fluctuate according to cyclical revenue variations.>*
Finally, some proposals are looking at alternative operational rules (expenditure
rule, revenue rule and balanced budget rules) linked to the debt anchoring to make
enforcement and sanctions more automatic and less political.

2.2.2. The Debate’s Political Reorientation

Beyond the technical modalities for revising budgetary rules, some proposals
reflect a desire to rethink these rules’ political scope in depth. The price stability
and financial sustainability imperatives are sometimes relegated to the background.
Many authors suggest European budgetary rules should be more protective of
public investment, rather than focusing exclusively on debt-level issues.

This was the core of one of the proposals that was paid a lot of attention in the
public debate. The authors of the manifesto for the democratisation of Europe,*
which will be discussed below, renewed their proposal in the context of the
Covid-19 crisis. They presented a reform of the SGP to notably increase public
investment® thereby proposing a new kind of golden rule that would exclude
investments from public deficit ratios. This proposal, which could have been
viewed as quite radical before 2020, has gained credibility since the social changes
brought about by the pandemic.

As has already been noted, the pandemic has raised new political and societal
challenges. After the Covid-19 crisis, the European Union committed itself to
an unprecedented form of fiscal support for national economies. The economic

4 Zsolt Darvas, Grégory Claeys and Alvaro Leandro, ‘A proposal to revive the European Fiscal
Framework’ (2016) Bruegel Policy Contribution Issue 2016/07; Agnés Bénassy-Quéré et al, ‘Reconciling
risk sharing with market discipline: A constructive approach to euro area reform’ (2018) CEPR Policy
Insight no 91; Zsolt Darvas, Philippe Martin and Xavier Ragot, ‘European fiscal rules require a major
overhaul’ (2018) Les notes du Conseil danalyse économique no 47; European Fiscal Board, ‘Assessment
of EU fiscal rules with a focus on the six and two-pack legislation’ (11 September 2019).

%5Stéphanie Hennette-Vauchez et al, How to Democratize Europe (Cambridge, MA, Harvard
University Press, 2019).

6 Manon Boujuetal, ‘Facealacrise, construire'Europe d'aprésle “ consensus de Maastricht” (Le Grand
Continent, 18 December 2020) https://legrandcontinent.eu/fr/2020/12/18/construire-leurope-dapres.
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rebound from the health crisis exposed the weaknesses of the energy supply
system, which was further compounded by the war in Ukraine and the closure of
the Nord Stream gas pipeline. This has led to heightened awareness towards these
new challenges and the need for massive public investment by states.

In this context, the idea of a ‘green’ golden rule that excludes net ‘green’ public
investment from the deficit and debt calculations has found a degree of support.
This is, for example, the solution proposed by Zsolt Darvas and Guntram Wolff>’
which encourages governments to cut current expenditures rather than capital
expenditures. Discussions thus show that the debate on European budgetary
rules has changed in nature. The priority objective is no longer necessarily debt
sustainability, which used to be the objective traditionally associated with budget
rules. This objective has shifted to extra-budgetary considerations, more broadly
integrating environmental concerns. Yet, these proposals entail formidable political
arbitrage, if only to define which investments can be qualified as ‘green.

European authorities’ margin of discretion would be further reinforced, which
amounts precisely to a form of budgetary rules re-politicisation, whose features
can already be observed in the case of the European Commission.

3. Towards a Politicisation of the European
Commissions Role in European Budgetary
Governance?

Sometimes presented as an independent body, the European Commission is above
all a political institution. As such, it is capable of placing its budgetary surveillance
function within the framework of a more general action integrating the Union’s
major political priorities (section 3.1), which does not fail to raise questions about
the institutional arrangements for exercising budgetary governance (section 3.2).

3.1. The European Commission’s Increasingly Political
Budgetary Surveillance

3.1.1. The European Commission’s Discretion Margin

The depoliticisation process highlighted above has, on the surface, been achieved
through the rigidifying political bodies’ decision-making power: the reverse
voting procedure was intended to make it easier for the Council to comply with
the Commission’s recommendations. Now, the analysis needs refining with regard

7Zsolt Darvas and Guntram Wolff, ‘A green fiscal pact: climate investment in times of budget
consolidation’ (2021) Bruegel Policy Contribution Issue no 18/21.
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to the powers vested in the Commission. Indeed, once a body has a discretion
margin - even though it is legally independent - it is driven to make choices that
can be described as ‘political’ This is the situation the European Commission finds
itself in when exercising its budgetary rules supervision function.

Far from favouring a pure and hard application of budgetary rules, the
European Commission has, on the contrary, contributed to the introduction of
more flexibility in the period preceding the suspension of the SGP.>® Breaches
of fiscal rules have remained frequent in the euro area. According to a study
by the European Budget Committee in 2019, the average compliance rate has
been at 57 per cent since the introduction of the SGP.* In 2020, it was found
that 10 member states did not comply with the criteria, the highest number
since the 2011 reforms. Although some states may have been placed under
surveillance because they did not meet the SGP criteria, no sanction procedure
was triggered by the Commission. Rather than initiating the sanction procedure,
the Commission engaged in bilateral negotiations with the states affected by their
questionable public debt and deficits levels. Pierre Moscovici, then Minister of
Economy and Finance in France (between 2012 and 2014), described how he was
able to negotiate deadlines with the Commission to meet the 3 per cent public
deficit criterion.®®

The reason for this is that, despite the new sanctions introduced in 2011, the
Commission has retained considerable leeway in implementing the rules. While
some clarifications have been brought to budgetary indicators, many concepts
remain vague. This is certainly true of potential growth and structural balance
indicators, which ‘lead to estimates that are very political in nature’®! Economists
have pointed out that the Commission’s budget analysis is based on unobservable
variables, which can account for their frequent revisions.®?

This margin of appreciation has been fully utilised by the Commission.
Once appointed European Commissioner for Economic and Financial Affairs
in the Juncker Commission, Moscovici was very open about promoting a ‘more
intelligent reading of budgetary rules’®® This more intelligent reading was

8 Reinout Arthur Van der Veer, ‘Walking the Tightrope: Politicization and the Commission’s
Enforcement of the SGP’ (2022) 81 concludes in the same way that ‘politization has gradually pushed
the Commission towards increasingly flexible enforcement of EU fiscal rules.

% European Fiscal Board, ‘Assessment of EU fiscal rules with a focus on the six and two-pack
legislation’ 31.

®0Hearing of Pierre Moscovici, reported in the French National Assembly’s Information Report
no 4990 presented by Caroline Janvier, 17 www.assemblee-nationale.fr/dyn/15/rapports/due/
115b4990_rapport-information.

61 French National Assembly’s Information Report no 4990, 23 www.assemblee-nationale.fr/dyn/15/
rapports/due/115b4990_rapport-information.

62Zsolt Darvas, Philippe Martin and Xavier Ragot, ‘European fiscal rules require a major overhaul’
(2018) Les notes du Conseil danalyse économique no 47, quoted by Hamza Bennani et Baptiste Savatier,
‘Le cadre budgétaire européen, son architecture institutionnelle et son évolution dans le temps’” (2021)
Conseil danalyse économique no 0562021, 6.

63 Frédéric Mérand, Un sociologue a la Commission européenne (Paris, Presses de Sciences Po, 2021) 166.
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very quickly translated into the adoption of a communication introducing
more flexibility in the implementation of the SGP’s preventive component on
13 January 2015.% The objective was to take into account the economic cycle
fluctuations and to allow the states room for manoeuvre in implementing
structural reforms and investments. A temporary deviation from the MTO, or
from the path towards it, is allowed, so long as the proposed structural reforms
or investments have a positive short-term fiscal impact and increase potential
growth. In 2017, the Commission expressly recognised the exercise of ‘some
discretion when examining deviations from the budgetary adjustments implied
by the matrix’%

This ‘more intelligent reading’ of budgetary rules can be seen as a political
reading of these rules. For the European Commissioner it has meant examining
the political factors supposed to determine the conduct of each state’s economic
policy, as some fieldwork has shown.®® In contrast to a mechanical budgetary rule
implementation, the Commission’s examination is shifting from the assessment of
purely budgetary data to the relevance of more general economic measures. This
way, Spain and Portugal - two countries likely to be sanctioned for their excessive
deficits between 2015 and 2019 - have not been subject to any proposal for
financial sanctions by the European Commission. It has been said that the
Commission is nothing more than a ‘dog without teeth’®”

Flexibility in fiscal rules’ implementation has not failed to be reviled, particularly
in Germany. For its part, the European Budget Committee denounced the bilateral
nature of implementing rules, which resulted in opacity and less peer pressure.®®
Finally, in 2021, the Commission acknowledged that ‘while elements of flexibility
and discretion have been built into the current budgetary framework through
a complex set of interpretative provisions, there is a need for transparency
in the exercise of economic judgment within a rules-based framework’®® Despite
its stated intention to place fiscal governance in a ‘rules-based framework
the European Commission is nevertheless exercising a political role, which is
manifested today in the reorientation of the objectives assigned to fiscal rules.

4 Commission, ‘Communication from the Commission to the European Parliament, the Council,
the European Central Bank, the European Economic and Social Committee, the Committee of the
Regions and the European Investment Bank on the review of the flexibility under the Stability and
Growth Pact’ COM (2018) 335 final.

5 Commission, ‘Communication from the Commission, 2017 Draft Budgetary Plans: Overall
Assessment’ COM (2016) 730 final.

% Frédéric Mérand, Un sociologue a la Commission européenne 166.

7 Mihajlo Babin, Iva Ivanov and Milos Eric, “The long-lasting post-covid symptom: the case for the
EU fiscal rules reform?’ (2022) 13 Pravni Zapisi 76, 85.

% European Fiscal Board, ‘Assessment of EU fiscal rules with a focus on the six and two-pack
legislation’ 31.

% Commission, ‘Communication from the Commission to the European Parliament, the Council,
the European Central Bank, the European Economic and Social Committee, the Committee of the
Regions, The EU economy after COVID-19: implications for economic governance COM (2021)
662 final.
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3.1.2. The European Commission’s Reorientation of Budgetary Rules
Purposes

Finally, it is time to examine the Commission’ latest orientations, as developed in
its Communication of 9 November 2022.7° This text led to a package of proposals
to replace the preventive’! and corrective’? arms of the SGP in order to move to
a risk-based common EU surveillance framework. In the face of the diversity of
suggestions made — sometimes in contradictory directions as mentioned above,
and following the positions expressed in the public consultation launched by the
Commission - these proposals seek a form of compromise. Following the SGP’s
temporary suspension, they attempt to return to a simplified and more opera-
tional supervisory framework. The Commission proposes to remain within the
current reference values framework, namely the 60 per cent debt and 3 per cent
deficit ceilings. In line with the original paradigm, the public debt sustainability
imperative must remain the Commission’s priority. It is ‘the starting point for EU
fiscal surveillance’” So, it is not exactly a case of relaxing budgetary constraints
on states, but rather of paying more attention to each state’s specific situation.
The national medium-term fiscal-structural plans would be the proposed revised
framework’s cornerstone, thereby allowing for differentiating between member
states by taking into account their public debt challenges. Rather than requiring
states to make similar adjustment efforts, more account would be taken of their
respective debt levels, which can vary considerably from one state to another.
While maintaining the requirement of public deficits below 3 per cent, the
Commission would adapt debt indicators to states’ respective budgetary situations.
The Commission thus proposes abandoning the 1/20th reduction rule - ‘which
imposed a too demanding fiscal effort”* - in favour of a focus on departures
from the net expenditure path. The Commission should put forward a trajectory
for net expenditure ensuring that ‘the public debt ratio is put or remains on a
plausibly downward path, or stays at prudent levels’”> while the public deficit is
kept below 3 per cent over the medium term. Lastly, the Commission proposes to
strengthen the enforcement of the rules relatively to the current framework. The
procedure for breaching the 60 per cent criterion would focus on departures from

70 Commission, ‘Communication on orientations for a reform of the EU economic governance
framework’ COM (2022) 583 final.

71 Commission, ‘Proposal for a Regulation of the European Parliament and the Council on the
effective coordination of economic policies and multilateral budgetary surveillance and repealing
Council Regulation (EC) No 1466/97° COM(2023) 240 final.

72 Commission, ‘Proposal for a Council Regulation amending Regulation (EC) No 1467/97 on speeding
up and clarifying the implementation of the excessive deficit procedure’ COM(2023) 241 final.

73 Commission, ‘Communication on orientations for a reform of the EU economic governance
framework’ COM (2022) 583 final, 7.

74 Commission, ‘Proposal for a Regulation of the European Parliament and the Council on the
effective coordination of economic policies and multilateral budgetary surveillance and repealing
Council Regulation (EC) No 1466/97> COM(2023) 240 final, 3.

73ibid, Article 6.
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the fiscal path set by the Council.”® In case of an excessive deficit, the Council
would require that the state implements a corrective net expenditure path
corresponding to a minimal annual adjustment of at least 0.5% of GDP.”’

Meanwhile, the Commission seems to be taking a more ‘permissive’ approach
to public finances,”® linked to the desire to preserve a number of non-exclusively
fiscal imperatives. These imperatives are explicitly mentioned as ‘common
priorities of the Union’ in the Annex VI of the proposal of the Commission.”
While focusing on the debt sustainability objective, governments would be
required to spell out the necessary reforms and investments responding to these
main priorities. The commitments of the states to such reforms and investments
could allow them to benefit from an additional adjustment period of up to
three years.?? As the Commission has already stated: ‘Improving the quality of
public finances and protecting public investment should be central elements
of medium-term fiscal-structural plans, in light of the essential role of public
investment and reforms in enhancing potential growth and addressing major
systemic challenges such as the green and digital transitions’®! This new emphasis
on investment is linked to the current political context. Here, the European
Commission drawslessons from the Covid-19 crisis, which resulted in asignificant
increase in public- and private-sector debt ratios. “The green and digital
transitions, the need to ensure energy security, as well as social and economic
resilience, and to build up defence capabilities will require sustained high levels
of investment in the years to come.$? The Commission has underlined the
need for ‘higher public investment, backed by a good composition and quality
of public finances’®® As indicated above, determining whether states’ public
finances are of good quality and composition implies a degree of appreciation
margin for the European Commission. This requires determining whether states
are indeed making the investments considered relevant.

76 Commission, ‘Proposal for a Council Regulation amending Regulation (EC) No 1467/97 on speed-
ing up and clarifying the implementation of the excessive deficit procedure’ COM(2023) 241 final, (10).

77ibid, Article 3.

78 The Commission concludes that ‘[t]he necessary financing for the just transition ... call[s] for fiscal
rules that allow for strategic investment, while safeguarding fiscal sustainability’ (emphasis added) in
its Communication on orientations for a reform of the EU economic governance framework COM
(2022) 583 final, 20; and that ‘the reformed framework should help build the green, digital and resilient
European economy of the future’ in its Proposal for a Regulation of the European Parliament and the
Council on the effective coordination of economic policies and multilateral budgetary surveillance and
repealing Council Regulation (EC) No 1466/97° COM(2023) 240 final, 2 (emphasis added).

72 Commission, ‘Proposal for a Regulation of the European Parliament and the Council on the
effective coordination of economic policies and multilateral budgetary surveillance and repealing
Council Regulation (EC) No 1466/97° COM(2023) 240 final, Annex V1.

80ibid, Article 13.

81 Commission, ‘Communication on orientations for a reform of the EU economic governance
framework’ COM (2022) 583 final, 8.

82ibid 4.

83 ibid.



90  Claire Mongouachon

This shows the Commission’s desire to link European budgetary surveillance
directly to European issues of a strictly political nature. Ultimately, it is the
European Unions political priorities that would determine national budget
plans’ relevance. I believe this illustrates a form of budgetary rules politicisation,
insofar as budgetary surveillance would be exercised in light of objectives of a
political nature. Such a process necessarily brings into question the framework for
exercising the political choices underpinning fiscal governance.

3.2. Which Institutional Arrangements for Legitimate Fiscal
Governance of the European Union?

3.2.1. Proposals for Parliamentarising the Eurozone

Different goals are now guiding the implementation of the EU fiscal rules. The
sustainability of government debt was the principal objective intended for fiscal
rules with the Maastricht Treaty. It has since then been completed by the goal of
financial stability during the euro crisis. And now the green transition and climate
protection are becoming a new objective. This diversity of the end purposes shows
that the European fiscal framework cannot be disconnected from the political
project of the EU as a whole. Fiscal rules are part of the EU’s economic policy.

Indeed, Article 120 TFEU foresees: ‘Member States shall conduct their
economic policies with a view to contributing to the achievement of the objectives
of the Union, as defined in Article 3 of the Treaty on European Union, and in the
context of the broad guidelines referred to in Article 121(2)] And we know how
broadly the objectives of the EU are defined in Article 3 of the Treaty on European
Union (TEU), including for example sustainable development based on balanced
economic growth and price stability, social market economy, full employment and
social progress, improvement of the quality of the environment, and so on.

This plurality of goals raises the question of knowing which authority is
legitimate to arbitrate between these different objectives.

When the goal is clear and can be objectively assessed, with numerical instruments,
the rules-based system can devote the implementation of the fiscal rules to an
independent authority. But this is more difficult in an environment where political
issues have to be taken into account.

This is why a number of proposals have been made to democratise the
functioning of EMU. In general, the French doctrine remains very attached to
the idea of giving more powers to the European Parliament in order to reinforce
EMU’s democratic legitimacy.3! In their famous proposal mentioned above,?

84 Frédéric Allemand and Francesco Martucci, “The Democratic Legitimacy of European Economic
Governance: Change in the Role of Parliament’ (2014) 134 Revue de 'OFCE 112.
85 Hennette-Vauchez et al, How to Democratize Europe.
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Stéphanie Hennette-Vauchez, Thomas Piketty, Guillaume Sacriste and Antoine
Vauchez suggest creating a budget for democratisation which would be debated
in and voted for by a sovereign European Assembly. The Democratisation
Treaty anticipated that 80 per cent of the members of this Assembly should come
from the national parliaments of the member states and that 20 per cent of its
members should come from the European Parliament. The principal virtue of this
proposition is to make new opportunities to deliberate in a democratic framework
about questions that are currently debated by the Eurogroup in informal circles.
But the need to create new institutions for this purpose can be questioned.

3.2.2. Conclusion: Which Space for Discussion in a Multi-Level
Governance?

The fiscal budgetary framework must be rethought in a multi-level system of
governance.

If we stick to the Commission communication presented above, it seems
essential to distinguish between two decision-making levels.

The first one relates to the definition of the main political priorities that should
guide budgetary rules implementation. As has been said, these priorities would
be part of the European Union’s common framework, as is already the case, in
a way, with the European Semester. At this level, budgetary governance is not a
matter that derogates from the functioning of the European Union. The European
Commission itself is an increasingly politicised institution. Since Jean-Claude
Juncker and also with von der Leyen, this institution establishes clear priorities
for its term in office.®® Von der Leyen set six priorities 2019-24 and these
objectives are purposed to guide the European Commissions action. Climate
and digital transitions are the core of NextGenerationEU and there is no reason
that these two priorities will not be reflected in the future implementation of
the European fiscal rules. Undoubtedly, these major priorities could be further
debated, but this would imply strengthening the Union’s parliamentary system:
it is therefore a general issue that concerns the European Union’s political
functioning - not specifically European fiscal governance.

The second level concerns budgetary choices, ie the concrete measures to be
implemented in order to abide by the European budgetary rules and the criteria
defined at the European level. This decision-making level pertains to states’
responsibility. In its Communication, the Commission particularly insists on
this point, since by making medium-term budgetary plans - the new budgetary
governance essential tool - it seeks to enhance member states’ weight when
designing their national budgetary trajectories. It would be up to national

86 Robert Stiiwe and Thomas Panayotopoulos (eds), The Juncker Commission: Politizing EU Policies
(Baden-Baden, Nomos, 2020) 19: Juncker expressed the desire to establish a ‘political commission’ at
the start of his mandate.
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governments to commit themselves to a series of reforms and investments likely
to bring their debt levels back onto a sustainable path. These trajectories would
be discussed with the European Commission and adopted by the Council. This is
why the Commission calls for ‘a greater debate at national level and thus a higher
degree of political buy-in and ownership of the medium-term plan’®’

It is probably somewhat ironical for some countries such as France to denounce
the lack of parliamentarisation of economic and budgetary choices at the European
level while, at the national level, parliamentary control over these choices remains
relatively weak. In order for European fiscal governance to enjoy greater political
legitimacy, adjustments should therefore be made at the national level. This means,
on the one hand, increasing transparency on the reforms and investments proposed
by member states in their budgetary plans and on the annual progress reports
sent to the Commission. On the other hand, it requires the emergence of higher
standards of national parliamentary scrutiny for the preparation of medium-term
national budgetary and structural plans. If this condition were guaranteed, states’
economic and social reforms could no longer be presented as constraints ‘imposed
by Brussels’ but rather the expression of budgetary choices made by member states
to achieve commonly shared objectives at the European level.

Without a doubt, the ability to develop mechanisms to make the European
Union’s major political priorities visible and to clarify the terms of the debate on
budgetary choices for public opinion will be decisive for the future of the Union.

87 Commission, ‘Communication on orientations for a reform of the EU economic governance
framework’ COM (2022) 583 final, 10.
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Covid-19, War and the End
of Neoliberalism

THOMAS BIEBRICHER

1. Introduction — Neoliberalism’s Nine Lives

Neoliberalism has been pronounced dead many times. Most notably, it was
declared to be over in the midst of the banking crisis of 2008 that sparked the
Great Recession and, in the European context, morphed into the eurozone crisis
that kept most of the continent on its toes for the better part of the 2010s. Even
politicians that seemed unlikely acquaintances with the very term ‘neoliberalism’
now distanced themselves from it, typically assimilating it to the world of finance
and scandalising its presumed essence, ie the doctrine of a self-regulating market.
From then Australian Prime Minister Kevin Rudd to then French President
Nicolas Sarkozy, they all condemned neoliberal deregulation as the bane of today’s
economic world and vowed to move beyond it:

The time has come to proclaim that the great neo-liberal experiment of the last 30 years
has failed, that the emperor has no clothes. Neo-liberalism and the free-market funda-
mentalism it has produced, has been revealed to be little more than personal greed
dressed up as an economic philosophy.!

In fact, even more considerate voices from the social sciences expressed their hope
that the fiasco of the Great Recession might persuade political as well as economic
actors to review the interplay of markets and political structures in order to
consider alternatives to the status quo.?

It was only a few years later that commentators concluded that this hope had
turned out to be futile.? Little had happened to recalibrate the political economy

! Kevin Rudd, “The Global Financial Crisis’ (The Monthly, 1 February 2009) www.themonthly.com.
au/issue/2009/february/1319602475/kevin-rudd/global-financial-crisis#mtr.

2Joseph E Stiglitz, “The End of Neo-liberalism?” (Project Syndicate, 7 July 2008) www.project-
syndicate.org/commentary/the-end-of-neo-liberalism?barrier=true. 2008.

3 Philip Mirowski, Never Let a Serious Crisis go to Waste: How Neoliberalism survived the financial
Meltdown (London, Verso Books, 2013).
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of the Organisation for Economic Co-operation and Development (OECD)
world and while neoliberalism seemed to be intellectually bankrupt, it still
lingered on, prompting some to speak of a zombie neoliberalism that contin-
ued to haunt the world.* Moreover, the eurozone crisis ushered in a regime of
neoliberal austerity to be monitored and enforced through tightened economic
governance structures.’

The second wave of obituaries appeared in the wake of what might be called
the Great Regression in the wake of the election of Donald Trump in the United
States and the successful Brexit referendum in the United Kingdom. The thesis
that enjoyed wide approval on both sides of the Atlantic was that all the nefari-
ous aspects of the rise of so-called right-wing populism aside, it was also going
to bring down a neoliberal regime that relied on free trade and multilateralism,
and was part and parcel of globalising processes that were the expressed target of
those populist forces.® In some accounts, there was an added irony to this constel-
lation because the rise of populism was in large part attributable to the continued
hegemony of neoliberalism. The latter, thus, could be considered to have created its
own gravediggers.” But these potential gravediggers had other things to do besides
burying neoliberalism. To be sure, they were deeply averse to political liberalism,
took issue with some aspects of multilateral trade regimes and were even prone to
resorting to protectionist policies as in the case of the United States. Still, there was
no sign of an outright departure from most other aspects of what is widely consid-
ered to be a typical neoliberal policy profile. The tax cuts delivered by the Trump
administration were classical supply-side trickle-down economics in the tradi-
tion of Reaganomics, and even while they raged against Brussels, populist parties
in Italy not only eventually gave in to the budgetary demands of the European
Commission, they also (in the case of La Lega) pursued the project of a flat tax — a
pet peeve of many in the neoliberal world, most prominently Milton Friedman.?

What we can conclude from this is that the verdict of an end to neoliberalism
is not to be taken at face value but instead should be probed and investigated,
which is what this chapter aims to do with respect to the latest rounds of neolib-
eral obituaries. They started to appear in the wake of the Covid-19 crisis and
the resulting temporary breakdown of supply chains but also the precariousness

4Jamie Peck, ‘Zombie Neoliberalism and the Ambidextrous State’ (2010) 14 Theoretical
Criminology 104.

°Mark Blyth, Austerity: The History of a dangerous Idea (Oxford, Oxford University Press, 2013).

¢Cornel West, ‘Goodbye, American neoliberalism. A new era is here The Guardian (London,
17 November 2016) www.theguardian.com/commentisfree/2016/nov/17/american-neoliberalism-cornel-
west-2016-election; Martin Jacques, “The Death of Neoliberalism and the Crisis of Western Politics’
The Guardian (London, 21 August 2016) www.theguardian.com/commentisfree/2016/aug/21/death-
of-neoliberalism-crisis-in-western-politics.

7 Chantal Mouffe, The Return of the Political (London, Verso Books, 2006).

8Thomas Biebricher, ‘Neoliberalism and Authoritarianism’ (2020) 1 Global Perspectives 11872,
https://online.ucpress.edu/gp/article-abstract/1/1/11872/106236/Neoliberalism-and- Authoritarianis
m?redirectedFrom=fulltext.
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of public services and the very shocking living conditions of significant parts of
the population that were revealed during and also in between lockdowns - and
one of them even came from the host of the World Economic Forum in Davos.’
This was only intensified by the onset of the Ukraine war, which exacerbated
the supply chain problems of global trade and not only gave rise to renewed calls
for a re-nationalisation of certain strategically important parts of production
(from computer chips to medicine) but also created an energy crisis of such
dramatic proportions that, at the point of writing, even price caps feature among
the weapons of choice to combat the energy shortage in combination with histori-
cally high inflation rates.

Here, I can only focus on some aspects of this constellation related to the
Covid-19 crisis management of the European Union and, in particular, the
NextGenerationEU fund (NGEU), in order to assess whether it may indeed signify
a departure from neoliberal austerity. The chapter proceeds in three steps. Its obvi-
ous and unavoidable starting point is a conceptualisation of neoliberalism, which I
derive from a historical-theoretical account that views it as problematic pertaining
to the interaction of political and economic spheres, placing particular empha-
sis on the political infrastructure required for functioning markets. In a second
step I will try to show that the economic governing structures of the European
Union and the eurozone indeed provide some of these preconditions — at least to a
certain degree — as they were formulated by neoliberal thinkers in their reflections
on supranational federations. The final step then proceeds to assess whether and
to what extent the introduction of NGEU can be considered to signify a depar-
ture from this structural set up with its neoliberal inflection. In the conclusion,
I will recapitulate the findings and also explore how the Ukraine war figures in the
context of NGEU and neoliberalism in Europe more generally.

2. Neoliberalism as a Problematic

As mentioned before, the curtain calls for neoliberalism over the last 15 years
were mostly based upon a more or less explicitly stated assumption, namely that
the essence of neoliberalism was an unwavering belief in the miraculous self-
regulation of markets. For political actors this was not entirely inconvenient
because it turned neoliberalism into a dogmatic and irrational belief system that
was easy to vilify together with its presumed proponents, and it came with the
added advantage that it moved the bar of reform as low as it could be. After all, if
neoliberalism amounted to utterly self-regulating markets then even the slightest
degree of state regulation qualified as a departure from it and decision makers, at
least in appearance, could easily deliver on their promise to leave neoliberalism

9Klaus Schwab, ‘Der Neoliberalismus hat ausgedient’ Die Zeit online (21 September 2020) www.zeit.
de/wirtschaft/2020-09/corona-kapitalismus-rezession-wef-neoliberalismus-klaus-schwab.
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behind and make capitalism ethical again. To be sure, it was not just politicians
who subscribed to such an understanding of neoliberalism and not exclusively
due to strategic considerations. Any number of academic critics of neoliberalism
were suggesting similar views, according to which neoliberalism was indeed the
faulty creed of self-regulating markets that gave rise to the power of predatory
corporations and bolstered attempts by economic elites to restore their income
streams.!” However, such a view of neoliberalism has not gone unchallenged, and
as I will show in the following, there are good reasons to reconsider the notion of
neoliberalism being synonymous with self-regulating markets, which turns out to
be at least misleading if not false.!!

In order to clarify the meaning of the term neoliberalism and the intellectual
and political project attached to it, one promising starting point is to reconstruct
the conditions of its emergence.!? Still, while we tend to associate neoliberalism
with Reaganomics and Thatcherism it was not in the 1970s and 1980s that it was
born. It was conceived much earlier in the interwar years with its ‘official birth’
dating back to the so-called Walter Lippmann Colloquium that took place in
Paris in August 1938 - at least it is in the records of that meeting that the term is
mentioned for the first time as a label for the project the participants inaugurated
during those August days.

This project can be reconstructed with view to the discussions taking place
at the Colloquium!? but also with reference to work that had been done before
in various places. Neoliberalism was never one monolithic tradition and, before
it was officially called into being at the Colloquium, scholars had been working
in various places from Freiburg to Paris and from London to Chicago on vari-
ous aspects of what was to become the neoliberal agenda broadly speaking.
The pretext for the Colloquium was the publication of The Good Society by the
American journalist and public intellectual Walter Lippmann the year before,
which sparked the interest of both Friedrich August Hayek and Wilhelm Répke,
to name but two of the more prominent participants of the Colloquium.'* They
came up with the idea of bringing together academics committed to the embat-
tled ideals of liberalism, and eventually the French philosopher Louis Rougier
acted as the convener of the Colloque in Paris. Looking at the records of the
meeting and also Lippmann’s book, the main theme of the meeting was easy to
identify: it was the crisis of liberalism and this crisis, thus, can also be seen as
the overall context of the emergence of neoliberalism. Clearly, one component of
the neoliberal project therefore was to rejuvenate a broadly liberal agenda in the

19 Colin Crouch, The Strange Non-Death of Neoliberalism (Oxford, Oxford University Press, 2011).
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“Walter Lippmann, The Good Society (Boston, Little, Brown and Company, 1937).



Covid-19, War and the End of Neoliberalism 97

midst of an era to which liberalism increasingly seemed anathema. Among the
various aspects of the illiberal syndrome several stand out. There was of course
the major impact of the Great Depression that had put classic economic liber-
als and their praise of markets on the defensive and, furthermore, had shifted
social and economic responsibilities towards the state, which was most clearly on
display in the New Deal legislation under the Roosevelt Administration in the
United States — which had drawn Lippmann’s express ire. Along with this came
the slow but steady rise of ‘interventionist’ paradigms in economic policy making
that corresponded to this marked shift in responsibilities, which had sent political
actors searching for policy instruments and justificatory frameworks needed for
a more robust economic and social policy. Keynesianism emerged as one of the
most influential options in this regard and while the opinion on it at the Colloque
was still divided, it would come to be seen as one of neoliberalism’s main antago-
nist in the years and decades to come.'> And, of course, there were the deeply
anti-liberal forces on the rise ranging from Soviet Communism, which had been
in power for a decade and showed no signs of collapsing as liberals had predicted,
to European fascism and German National Socialism, all of which were united
by hardly anything but their indelible enmity to liberalism. The participants of
the Paris meeting included Ropke’s fellow future ordoliberal Alexander Riistow
as well as liberal stalwart and Austrian School patron saint Ludwig von Mises,
who represented the respective ends of the ideological spectrum present. All of
the participants could easily agree on their opposition to the various forms of what
they tended to call collectivism, from Communism to National Socialism, because
what they were equally agreed on was the utter indispensability of a functioning
price mechanism as the main allocator of resources in any political economy.!® But
this is where the more challenging part of the project began. How would liberalism
be returned to a position where it could effectively challenge these new collectivist
and interventionist philosophies? And as an even more vexing question: could it
be that the ascent of these philosophies was not some development in complete
independence of liberalism but also due to its own flawed trajectory over the past
decades? Thus, the Colloquium embarked on a veritable liberal soul searching and
a large majority of the participants— except for the archliberal holdout von Mises —
came to share the diagnosis that, indeed, the question that was the title of the first
Colloque session Is the Decline of Liberalism Due to Endogenous Causes? had to be
answered in the affirmative. Significant strands of economic liberalism had degen-
erated into the simplistic maxim of laissez-faire with the corresponding demand
for a minimal ‘nightwatchman state’ as Ferdinand Lasalle had once termed it
sardonically. Such vulgar ‘Manchesterim, as many participants called it, had not
only ruined liberalism’s reputation in the wake of the heavy toll of pauperisation
and mass unemployment that capitalist economies exacted during crises — and in

15James Buchanan and Richard E Wagner, Democracy in Deficit: The Political Legacy of Lord Keynes
(London, Academic Press, 1977).
16 Reinhoudt and Audier, The Walter Lippmann Colloquium.
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between them. It had also spelt intellectual bankruptcy for economic liberals who
would throw their hands in the air amidst economic turmoil and submit exhorta-
tions to the elites and the general public that it would be best to ride out the crisis
even if it hurt — which still used to be Hayek’s position for the better part of the
1930s.!7 The conclusion to be drawn from this diagnosis was straightforward: in
order to become an intellectual-political contender again, liberalism’s renewal had
to go beyond a return to the classic wisdom of Adam Smith. If it was to confront
twentieth century collectivism and interventionism it had to modernise itself and
this, crucially, involved a critical revision of the economic liberal agenda as it was
handed down from the nineteenth century, which would also include abandoning
obsolete or ill-informed notions. Laissez-faire and the minimal state were clearly
at the top of the respective list.

This implies a number of important things. First, it means that contrary to
conventional wisdom, the neoliberal paradigm was conceived of in direct opposi-
tion to what later came to be identified as its very essence, namely laissez-faire or
the doctrine of self-regulating markets. Second, given that the option of laissez-
faire with the corresponding call for a minimal state was no longer on the table,
neoliberalism was bound to explore more nuanced and much more challenging
approaches to understanding the workings of the economy that would put them
into a position to contest the claims of collectivists and interventionists. Thus, the
novel element in neoliberalism was to link the indispensable price mechanism on
markets to certain sets of preconditions and, accordingly, view properly function-
ing markets as dependent on an infrastructure that would secure their continued
existence. Third, this shift in the guiding question of its intellectual and political
endeavours led to significant divergences within neoliberal thought with regard
to what exactly constituted and encompassed that infrastructure and also how
these preconditions of functioning markets could be brought about. Given the
range of the respective positions, I suggest viewing neoliberalism as being held
together only by the thin tie of a shared problematic regarding the preconditions of
functioning markets. Finally, this meant that neoliberalism emerged as a body of
thought that was not economistic as if the market existed in a vacuum but, on the
contrary, highlighted the interactive effects between the economic and the politi-
cal. And while there were indeed remarkably different answers to the question
as to what preconditions were to be in place, all neoliberals concurred that the
role of the state was of crucial importance in this regard: while it provided func-
tions indispensable to setting up and maintaining markets it was, simultaneously,
the greatest threat to the market order. It is no surprise that neoliberal thought is
replete with reflections on the nature of existing statehood and designs of ideal
statehood amongst which supranational statehood of a federative kind emerged as
one of the more promising options.

17 Angus Burgin, The Great Persuasion: Reinventing Free Markets since the Depression (Cambridge,
MA, Harvard University Press, 2012).
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3. Neoliberalism, Supranationalism and
the European Union

Scanning the neoliberal classics on the proper role of the state, there are a number
of different strands of thought that can be detected and distinguished from one
another.!® Prominently, there are those who emphasise the importance of putting
the state in the position to be able to perform its desired functions and there are
those who fret over the power of the state as a political monopolist that can resort
to (legitimate) coercion and is thus capable of subverting and destroying market
economies. Let us begin by distilling a somewhat stylised position from the first
strand of thought that is based mostly on ordoliberal accounts but is echoed in
many aspects in other quarters of neoliberal thought. To put it somewhat pointedly,
the diagnosis of this first line of argument stated that the problem of contemporary
nation states was they were mass democracies. In this way governmental policy
and general and economic policy, in particular, became subject to the whims of
a volatile electorate and also the power of interest groups, the combined effect of
which being the inability of the state to engage in a ‘rational’ and market-sustaining
policy to the extent that it was at odds with public sentiment or interests of partic-
ularistic actors.!” In the ordoliberal framing this still has a highly conservative and
somewhat old-fashioned ring to it but decades later, a rather similar argument
would be formulated by those who merged public choice theory with neoliber-
alism. In their account, rational utility-maximising actors of all stripes had an
incentive to demand some kind of special treatment from political actors and thus
acquire rents. And in a democratic setting these requests stood a good chance of
being granted by politicians eager to secure or at least maximise their re-election
chances.?’ Differing details aside, in both accounts it is a democratic stranglehold
that prevents states from doing what they ought to and makes them stray into
the realm of discretionary interventionism with all of its deleterious effects. Now,
Walter Eucken, who was the spiritus rector of the ordoliberal Freiburg School, had
little to offer when it came to the question of how to move beyond this deficient
status quo but contended that it would have to involve the insulation of the state’s
will formation, decision-making and the enforcement of these decisions from the
excessive influence of non-state actors and political parties.?!

Moving to the other strand of thought identified above, among the various
possibilities entertained by various neoliberals, there was one option that a signifi-
cant number of them found to be promising. If the problem of the state was - at
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least to a significant degree — due to its power as a monopolist then one effective
way of curtailing this power was to subject it to competition. Naturally, competi-
tion between states had been a given ever since the formation of nation states in
early modernity. The challenge was to prevent this competition from descending
into armed conflict and war and instead rein in the powers of each individual
state so it would only be able to engage in desired forms of economic compe-
tition with others. The solution to this challenge was to embed nation states in
supranational federations that would achieve two things simultaneously: creating
not only a common political space but also an economic one. Such a federation
would open up domestic economies to external competition and the same would
apply to the respective nation states that would have to compete for capital but also
human resources with other federation members and would be under constant
threat of ‘exit’ from both. In such an open economic space certain options of inter-
ventionist economic policy, eg Keynesian demand management, but also certain
fiscal regimes or certain worlds of welfare capitalism would become increasingly
untenable - the nation state being deprived of some of its most ‘dangerous’ weap-
ons in this arrangement. But what would keep supranational statehood then from
developing into a nation state writ large with the same kind of interventionist and
redistributive inclinations that the neoliberals observed in existing ones? Some,
like Hayek put their faith in the unwillingness of populations and elites to entrust
supranational entities with the competences and the resources to engage in such
politics.?? The Dutch, say, would simply not be willing to pay for the crises of the
Italians — there was just not enough solidarity to go around beyond the nation
state. Accordingly, the supranational level would only have to be endowed with
the powers to maintain the market of jurisdictions and protect the rights of private
actors across this common economic space — no harm could come from this.
Others like James Buchanan had less faith in the continued lack of solidarity and
sought other more reliable mechanisms that would ensure the circumscribed role
of the supranational scale of statehood.?* His solution was a specific distribution
of the power to tax between the various levels of government that he summed
up as ‘reverse revenue sharing’?* While in existing nation states often the bulk
of taxes is collected at the national level and then distributed to sub-state levels
leaving the latter somewhat dependent upon the nation state, Buchanan proposed
to reverse things in a supranational foundation, where the power to tax would be
confined to the lower levels of government, ie sub-state and national level. They
would act under the impact of the competition in such a common space and thus

2 Friedrich August Hayek, Individualism and the Economic Order (Chicago, IL, University of Chicago
Press, 1980).
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would be prevented from overtaxing the population and/or engaging in large-scale
redistribution. While they would have the de jure power to do so, their de facto
power would be significantly curtailed due to competitive pressures. Crucially, the
supranational level should have no independent power to tax and therefore remain
completely dependent on the lower levels of government for its revenue. Only if
this condition was strictly adhered to could a transformation of the supranational
level into another Leviathan of even bigger proportions and even bigger opportu-
nities at exploitation through taxation, as Buchanan would put it, be prevented.

What I aim to show in the remainder of this section is that, if these two lines of
argument are blended together, a picture emerges that — to a significant degree -
resembles the structural set up of the European Union and the eurozone in
particular.

From the beginning, the Europe of Maastricht was to be one where rules were
supposed to reign supreme. The Germans, in particular, urged that the eurozone
would have to display what they referred to as a ‘culture of stability’ This meant that
future members had to satisfy the so-called Maastricht criteria regarding inflation,
public debt and other indicators in order to qualify for the Euro. And after they
were accepted, members were still required to adhere to certain fiscal rules and
also had to vow not to bail each other out, so as not to undermine the competi-
tive pressures through some kind of redistributive scheme between member
states or with the European Union as a supranational relay. What emerged was
indeed a common economic space, in which the ‘Four Freedoms’ were enforced
and bolstered by the European Court of Justice (ECJ) and thus served to disci-
pline nation states in the way neoliberals had hoped they would.?> And not only
the Four Freedoms but also the common currency had the combined effect that
policy-makers in member states found themselves deprived of a number of policy
options they used to enjoy in the pre-Maastricht and Common Market world. And
just as Hayek had hoped, these powers did not migrate upwards to the level of the
European Union - they largely vanished. The EU simply lacked the competence
to engage in any number of interventionist policies, instead it focused mostly on
building the Common Market and enforcing the competition regime that had been
put in place. Two points are worth mentioning here. First, it is striking that even
before the most recent round of reforms, the crucial actors on the supranational
level were institutions that could only claim a rather thin democratic legitimation,
namely the already mentioned ECJ and also the European Commission. The latter,
together with the European Central Bank (ECB), then emerged as the most impor-
tant European actors over the course of the eurozone crisis.?® This should provide

25 Pritz Scharpf, “The Asymmetry of European Integration, or, why the EU cannot be a “Social Market
Economy” (2010) 8 Socio-Economic Review 211.

26 Michael Bauer and Stefan Becker, “The unexpected Winner of the Crisis: the European Commission’s
strengthened Role in economic Governance’ (2014) 36 Journal of European Integration 213; James
Savage and Amy Verdun, ‘Strengthening the European Commission’s budgetary and economic surveil-
lance capacity since Greece and the euro area crisis: a study of five Directorates-General’ (2016) 23
Journal of European Public Policy 101.
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significant consolation for all those neoliberals who were mainly concerned about
economic policy being placed in the hands of democratically elected politicians
prone to play the rent-seeking game and influenced by myriad interest groups,
political parties and public opinion. The ECB, the ECJ and also the European
Commission can be safely assumed to be one step removed from such democratic
pressures — although of course the Commission is the target of significant lobby-
ing activities. To be sure, national policy-makers remain subject to the democratic
influencing some neoliberals feared but they enjoy much less leeway in their
discretionary decision-making, their hands being tied by the effective disciplining
of market forces as well as the sprawling sets of rules that have been introduced
and tightened ever since the Stability and Growth Pact from 1997/98.

The second point concerns one of the reasons why the EU mainly focuses on
enforcing the competition regime: money. Admittedly, there are cohesion funds
and other resources that can be used for redistributive purposes and there is also,
in principle, the commitment to a ‘social dimension’ of the Common Market. But,
in reality, the volume of the respective funds is just too small to make a real differ-
ence. Of course, there are a number of reasons to explain this skewed policy profile
but one of the main reasons is indeed that the EU budget is comparatively small
and is exclusively financed through revenue coming from the member states. The
EU, as Buchanan noted approvingly, has no independent source of financing itself
and relies on funds channelled to it by the member states.?” So one can see that
some of the main concerns in neoliberal thought regarding the ambivalent role
of the state are addressed in the setting of the European Union and the eurozone.
It is a space where nation states are exposed to effective competition and also
restrained by ever new and tightened rules regarding fiscal policy, macroeconomic
imbalances and deficits, which may also affect any number of policy areas that the
European Commission considers to be relevant for the respective targets in their
regularly issued In-Depth Country Reports. The eurozone in the words of one
critic had been turned into the ‘iron cage of ordoliberalism™® - but, in a charac-
teristic move, contemporary ordo- and neoliberals themselves were denying any
resemblance between their ideal designs and the EU. We will see shortly on what
grounds they did so.?

4. NGEU and the Future of Neoliberal Europe

While there is a considerable body of literature that paints the EU as an essen-
tially neoliberal arrangement along the lines that were sketched in the preceding

%’ Buchanan and Lee, ‘On a Fiscal Constitution’

28 Magnus Ryner, ‘Europe’s Ordoliberal Iron Cage: Critical Political Economy, the Euro Area Crisis
and its Management’ (2015) 22 Journal of European Public Policy 275.

2 Brigitte Young, ‘German Ordoliberalism as Agenda Setter for the Euro Crisis: Myth Trumps
Reality’ (2014) 22 Journal of Contemporary European Studies 276.
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section, there are indeed those who claim - to the contrary - that the eurozone
is not the dream but rather the nightmare of neo-/ordoliberal thought, with the
introduction of NGEU only confirming and adding to that assessment. Let us
take a look at this argument first, before we turn to the ambivalent impact of
NGEU and various scenarios regarding how it may come to (re-)shape neolib-
eral Europe.

As already suggested, when the banking crisis morphed into the eurozone
crisis and triggered a barrage of reforms from the Two-Pack to the Six-Pack and
the Fiscal Pact, to name only the most important ones, critics railed against a
regime of neoliberal austerity that was thus perfected, while those who preferred
to refer to fiscal responsibility instead of austerity had a divergent point of view.
When critics spoke of an ordoliberal iron cage of ever tighter rules their rebut-
tal highlighted how the authority of law had been hollowed out by the disregard
for the no-bailout-clause through various ‘hair cuts’ etc to throw a lifeline to
overleveraged countries, and, of course, the ‘unorthodox’ measures the ECB
was pursuing that challenged the boundaries of its mandate and also violated
the spirit of the no-bailout clause by helping ailing countries through targeted
bond-buying. When critics spoke of neoliberal austerity that the Troika and
the European Stability Mechanism (ESM) had been dealing out to countries on
the verge of bankruptcy, the rebuttal drew attention to the extent to which any
number of eurozone members were still overleveraged and lagging behind in
the structural reforms that European authorities urged them to implement. And
for those who problematised the vast toolbox at the disposal of the European
Commission to monitor and even sanction member states for continued violation
of the rules, the use of which had been explicitly facilitated through measures like
the introduction of the reverse-majority principle in the council of ministers so
that, for example, once an excessive deficit procedure was initiated, it was now
to proceed unless there was a majority against it, their detractors pointed out
the bluntness of these instruments. Ever since their introduction, instruments
like the Macroeconomic Imbalance Procedure had not been activated a single
time. When France continually failed to meet the deficit criteria in the 2010s,
then President of the European Commission Jean-Claude Juncker responded to
the question why an excessive deficit procedure had not been initiated by saying:
‘Because it is France’ This summed up the concerns of those who already were
of the opinion that, if anything, Europe needed more and real neoliberal auster-
ity rather than less. What good was that box of instruments, if their use de facto
was a matter of discretionary decision-making by a Commission, which did not
view itself exclusively as the stoic rule enforcer that neoliberals have in mind
when they think about an ideal state but rather a self-described ‘political’ body, as
Juncker said on a different occasion. So we see that contemporary neoliberals -
who would never call themselves that — did have significant misgivings with
regard to what they considered to be at best an iron cage with massive holes, that
remained unlocked most of the times, at least when it came to the more powerful
animals it was supposed to house.
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This impression of a deeply flawed arrangement that was miles away from
neoliberal designs has been exacerbated by the introduction of NGEU. After
all, while the current arrangement might not be perfect, at least the neoliberal
perspective could claim to have won the debate over the narrative of the eurozone
crisis and, while the reforms that were passed in this spirit still did not go far
enough, they did at least aim in the right direction.

The debates over how to deal with the Covid-19 crisis, however, ended up
following a different playbook. While in the eurozone crisis a narrative had
prevailed that cast national governments that were living beyond their means as
the main culprits, thus justifying an overall thrust in the crisis management that
highlighted individual responsibility and saw no immediate obligation for solidar-
ity, it only took a few months of Covid-19 lockdowns and an impassioned plea by
those hardest hit by the first wave in Europe to put the crisis management on a
different track. While some neoliberal voices pointed out that a more responsible
fiscal policy in the past would have given countries like Italy or Spain more finan-
cial room to manoeuver and the ability to mitigate some of the adverse effects of
the pandemic, it was obviously a non-starter to invoke the individual responsibil-
ity of each country to deal with a global pandemic. But still, while it was clear
early on that there was a broad sense of solidarity, what was announced on 21 July
2020 in Brussels exceeded the hopes — and concerns - of most commentators.
The NGEU recovery fund, with the Recovery and Resilience Facility at its centre
was to distribute €750 billion, and over half of these were to be provided as non-
repayable grants to EU member states. In order to finance this fund, the European
Commission was authorised to raise money on financial markets on behalf of the
European Union for the first time; then German finance minister Olaf Scholz even
spoke of a ‘Hamiltonian moment’ with regard to this issuing of European debt, thus
alluding to Alexander Hamilton’s decision to ‘nationalise’ state debts, which was of
major significance with regard to the formation of the United States. Clearly, this
raised concerns that on top of the member states having to deal with massive debt
burdens, now the supranational level would add to this with its own debt among
those who lean towards fiscal discipline as the default course in finance policy and
regard the resorting to debt as an illusionary remedy akin to a drug that, just like
the devaluation of currencies, can only provide short term relief but in the long
run only leads to even more dramatic crises. Another red flag that they noted was
the suspension of the Stability and Growth Pact until at least 2022. Still, while
NGEU was either hailed as a departure from the long-standing neoliberal script in
Europe that had been reiterated and affirmed in the eurozone crisis, or condemned
as the final nail in the coffin of Europe as a space of competition and fiscal respon-
sibility under the banner of what was sometimes called ‘corona socialism, we must
investigate to what extent these are accurate assessments — with widely diverging
normative conclusions.

The main point that would suggest that NGEU, in the short term, is anything
but a departure from neoliberalism in general and not even from the course that
was pursued in the eurozone crisis, can be summed up by the word conditionality.
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After all, neither the credit lines nor the grants administered by the Recovery and
Resilience Facility are instantly available to member states. Rather, they have to
submit detailed recovery and resilience plans laying out how they aim to spend
the money. Only if the plans are approved will the various tranches of money
be transferred to the government in question. Now, in the public discussion the
main criteria attracting most of the attention were investments in the digital infra-
structure and the ecological transformation of national economies. However,
if one takes a closer look at the EU documents that offer guidelines as to what
the various plans ought to contain there is also another condition that must be
met. Countries are expected to explain in detail how their investments address
the Country-Specific Recommendations issued by the European Commission.
In other words, the administration of the NGEU funds is tied into the European
Semester and the entire apparatus built up in the wake of the eurozone crisis to
monitor the economic behaviour of member states and push for more or less far-
reaching structural reforms that are typically detailed in those Country-Specific
Recommendations.® And as it turns out, this appears to make a real difference
for a simple reason. As mentioned above, the problem with the instruments of the
Commission which could have been used to effectively enforce compliant behav-
iour by member states was that they were too unwieldy and required the (political)
will of the Commission to use them — which was not always the case, to say the
least. This meant that delinquent governments had good reasons to hope that the
Commission would not risk a showdown and actually activate a procedure - even
in the case of Italy’s populist government mentioned above the Commission held
back until finally the government gave in. Even if the Commission did act, before
a Macroeconomic Imbalance Procedure actually reached the point where finan-
cial sanctions would be issued against a member state in continued violation of
the rules, many months if not years could potentially have passed. In the world of
politics (and economics) where future effects are often discounted heavily - after
all, one might not even be in office anymore - this took additional bite from those
rules and instruments that turned out to be mostly bark. This has changed with
the interlinking of NGEU and the European Semester. Now, countries who fail to
meet the various requirements experience immediate repercussions in that the next
tranche of NGEU funds might simply not be released. And the fact that the money
is indeed not transferred once and for all but in tranches ensures that the pres-
sure to conform to the various requirements is maintained. A task force called
RECOVER has now been put in charge of monitoring the progress in the imple-
mentation of the Recovery and Resilience Plans, and whether the next tranche of
money is released or withheld will depend on their assessment. To put it point-
edly: NGEU has finally provided the lever needed to push for structural reforms
and rule-adherence that eluded those reform packages passed in the wake of

30 Martin Hépner, ‘Die Kommission zeigt ihre neuen Waffen’ (Makroskop 5, 30 December 2021) https://
makroskop.eu/spotlight/das-war-2021-unter-dem-makroskop/die-kommission-zeigt-ihre-neuen-waffen2.
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the eurozone crisis.’! In other words, NGEU is not a departure from austerity
neoliberalism but, arguably, its perfection.

But then again, nothing is ‘perfect, and I must hasten to add two points. First,
whether and to what extent the threat to withhold NGEU funds is an effective
one depends crucially on how significant this money is in the overall context of
a country’s budgetary situation. For those who receive relatively smaller amount
and/or enjoy considerable budgetary leeway anyway, the prospect of not receiving
the next tranche is obviously far less dramatic than for those who, in contrast, rely
heavily on NGEU money. Second, while this is a process that is even further depo-
liticised and more automatised than the Commission deciding to activate various
instruments or procedures, there is an arguably ineradicable discretionary and
political aspect to it. Withholding a tranche with reference to lack of progress in
implementing a country’s resilience plan would cause a major upstir and it would
be naive to assume that this would ever happen without express approval by the
Commission, so there is still the potential to wave through governments even if
they fall short on progress towards implementation.

Not only because of this but also with regard to the more long-term prospects
for European neoliberalism that can be inferred from NGEU, one of the main sites
of contestation over the years to come will be the various assessments of whether
the Resilience plans were actually implemented. It is not hard to imagine that
politicians might aim to channel funds into enterprises and projects that are non-
conforming with the various requirements, including using the money to mend
more or less significant holes in the national budget, and it can be assumed that a
significant amount of budgetary creativity will flow into these endeavours. So there
will in all likelihood be a considerable potential for controversy when it comes to
taking stock in 2026, as by then the NGEU funds will have to be fully spent.

This is significant because the question of which narrative prevails will play
a considerable role in deciding over the future beyond NGEU. If the dominant
narrative turns out to be one that paints NGEU as a scheme that channelled
billions of borrowed money to governments who misused significant portions of
it, it is safe to assume that, all other things being equal, the Recovery Fund will
remain what it was advertised at, namely an exception; a singular response to a
crisis of epic proportions. It stands to reason that from a neoliberal perspective
this would be the preferred outcome. After all, if an alternative narrative prevails
that highlights the prudent investments and the ensuing productive effects made
possible by NGEU money the obvious follow-up question will be: would it not
be wise to establish this or something similar as a more permanent practice to
be used in crisis situations? Neoliberals are likely to be alarmed by this prospect,
not only because in their — not entirely mistaken view — once these instruments

31 Thu Nguyen and Nils Redeker, ‘How to make the marriage work: Wedding the Recovery and Resilience
Facility and the European Semester’ (Policy Brief, Berlin, Hertie School/Jacques Delors Centre, 31 January
2022) www.delorscentre.eu/en/publications/detail/publication/how-to-make-the-marriage-work.
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are available, they tend to be used, even when a crisis might not be as severe as
the Covid-19 crisis. Even more importantly, from an economic point of view, a
political entity that regularly issues debt is practically a state. The only thing that is
missing to qualify as one - again, economically speaking - is the right of taxation.
And a permanent provision of debt-based funds would at least trigger a debate
over how this debt ought to be repaid and whether this might to be done through
EU taxes. Already the Commission has proposed new sources of funding in order
to pay back NGEU debt through the revenues from a European Emissions Trading
System and a so-called carbon border adjustment system. While these are not EU
taxes, issuing debt as a permanent practice is still bound to raise the issue. This
would be a worst-case scenario for neoliberals because the EU would gain an inde-
pendent source of revenue in the form of taxation (aside from the other existing
sources). This is exactly what economists like Buchanan wanted to see prevented
from happening at all costs because in his view this would be tantamount to giving
the EU the exact same instrument that turned most nation states into insatiable
Leviathans. Moreover, an even more state-like EU that has the power to tax would
raise the question of democratic deficits with even more urgency. And the result
may well be a structural reform of the institutional ensemble of the EU to the effect
that the Commission would no longer enjoy the semi-insulation from democratic
pressures that neoliberals tended to value but would be turned into an executive
with real accountability to parliament. Therefore, if they were to choose a future
scenario, it is to be assumed that neoliberals would prefer an end to the practice of
debt issuing and preventing it from being turned into a semi-permanent practice.

5. Conclusion

Let me briefly capitulate the main line of the argument in the preceding sections
leading up to this conclusion before I explore somewhat tentatively the question as
to what is added to this constellation by the war in Ukraine.

In this chapter, my main question was whether and to what extent the intro-
duction of NGEU signifies a departure from a structural governance regime of
the eurozone that is arguably skewed towards neoliberal austerity. My starting
point was a conceptualisation of neoliberalism that rejects an understanding of it
as the doctrine of self-regulating markets and instead opts for an interpretation
that views neoliberalism as a problematic shared by all neoliberals in the proper
sense of the word. A problematic pertaining to the question of which condi-
tions have to be in place in order for markets to functioning properly. While the
answers to this question vary significantly among neoliberals, they are all agreed
that the state plays a crucial infrastructural role for functioning markets, being
able to both maintain and destroy them. In the second step, I looked at two lines
of neoliberal argument with regard to the state and its role: the first focusing
on the problems caused by democracy for a market-maintaining politics, the
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second making the case for an embedding of nation states into supranational
federations - not least to make them subject to effective (economic) competition.
Finally, I tried to show in the same section that the set up and the institutional
mechanisms of the European Union in combination with the Common Market
and the eurozone tend to address both lines of argument as they remove much
of the effective supranational decision-making from direct democratic influence
and create a politico-economic space that forces nation states into competition
with each other, with the respective competitive order, as Eucken would have
called it, being enforced by European governance structures. In the final section,
I have discussed the impact of NGEU in this context, which can be summed up
in the following way: in the short term, while it may appear to be a departure
from neoliberal austerity, NGEU, in fact, turns out to be a fairly effective lever to
push nation states to implement those structural reforms and to adhere to those
rules that are considered to be the hallmark of neoliberal austerity. Far from
undermining this regime, NGEU - in a certain way - is its keystone. However, in
the medium and long-term NGEU has a much more ambiguous potential, that
is, if it turns from an exception into a semi-permanent practice. To be sure, it
then continues to function as a more effective lever than what turned out to be
rather unwieldy instruments such as the Macroeconomic Imbalance Procedure.
However, other potential effects would also figure heavily in this scenario. Issuing
debt on a permanent basis would undoubtedly trigger a debate over whether the
EU should have - aside from its other sources of revenue - the right to levy taxes
and, if this were the case, this would undoubtedly prompt renewed questions
regarding an institutional restructuring of the EU in order to remedy its various
democratic deficits. The end result could possibly be a supranational executive
that has the right to tax and is democratically accountable to parliament - not the
most desirable prospect from a neoliberal perspective.

While this may seem overly speculative and conjectural, there are already signs
that suggest that debt issuing as a more permanent practice is indeed a realis-
tic scenario, which brings us to the impact of the war in Ukraine. It is obviously
too early for an informed assessment with regard to the long-term impact of the
war, so I will restrict myself to two points. The first concerns the immediate link
between NGEU as a debt financed funding scheme and the Ukraine war. In this
regard, the concerns by (neoliberal-minded) observers that such instruments as
NGEU, once they exist, acquire a dynamic of their own and have a tendency to
become semi-permanent, have already been proven not to be entirely mistaken.
The European Commission has already signalled that the envisaged reconstruc-
tion effort in Ukraine after the end of the war — whenever that may be — could be
financed through a similar scheme. It was noted that such an effort should take
into account the experience of the Recovery and Resilience Facility, so it is really
not far-fetched to assume that NGEU may become a template for similar under-
takings and the respective practices acquire some semi-permanence.

The second point is a much broader one pointing beyond NGEU and Europe
pertaining to neoliberalism and its relation to war. The question here is to what
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extent conditions of war undermine the neoliberal project of economies based on
markets and their pricing system. While this may not be a major issue in a short
and limited armed conflict, the Ukraine war is unlikely to be short and, while mili-
tary confrontations are - so far — concentrated on a limited terrain, the broader
economic repercussions of the war are undeniable, from supply chain issues to
energy shortages. Curiously, although neoliberal thought would soon cease to
concern itself with matters of war — except for its cold version - at its inception on
the eve of World War I and in the immediately following years, war and the respec-
tive questions with regard to a market-based economy figured prominently in the
debates of the first generation of neoliberals. The Walter Lippmann Colloquium
of 1938 even featured a session on Liberalism and Economic Nationalism and
another on Liberalism and the War Economy. In the latter, the participants disa-
greed on any number of details but still concurred that even during a war, a
political economy operating along liberal/neoliberal lines was still preferable - for
governments and for populations - to a directed economy with rationing, price
controls etc.?? It will be interesting to see how contemporary neoliberals come to
position themselves with regard to this issue and whether they follow the example
of their forebearers at the Colloquium and maintain the superiority of the liberal
model while possibly granting some concessions to planning based on tactical
considerations, or whether an ongoing major armed conflict in combination with
an energy crunch and high inflation will eventually come to reshape the profile of
contemporary neoliberalism.

32 Reinhoudt and Audier, The Walter Lippmann Colloquium.
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Follow the Money, Follow the Values

ALBERTO DE GREGORIO MERINO*

1. Introduction

The purpose of this chapter is to explore two of the most important recent
developments of the European Union in constitutional terms: NextGenerationEU
(NGEU) and the mechanism on a general regime of conditionality (rule of law)
for the protection of the Union budget, enshrined in Regulation 2020/2092 on
a general regime of conditionality for the protection of the Union budget. Both
developments are closely related.

First, both were agreed on as part of the negotiations on the Multiannual
Financial Framework (MFF) that took place between 2018 and 2020; negotiations
the complexity of which was accentuated by the Covid-19 crisis.

Second, both developments show the fundamental integration value of the
budget of the Union. The budget is not only a matter of complex and obscure
financial rules; it is a field of EU law which carries with it principles of paramount
constitutional value, the interpretation and application of which are key in shaping
the paths for integration.

Third, both instruments, NGEU and the general regime of conditionality
(rule of law), show the links between money and values. This contribution will
explain the permeability between the Community of money and the Community
of values on which the Union is founded. The discussion on values has come to the
central stage of the Union in the last years, most notably the discussion concerning
respect for the rule of law. Article 2 of the Treaty on European Union (TEU) is a
provision with full normative value, the content of which is called to irrigate the
policies and actions of the Union, including, of course, its budget. In a metaphorical
manner one may say that values do also mint money.

This chapter aims to show an important aspect that has characterised the
work of the EU legislator in relation to both developments and, more generally,
EU action during the different crises since 2010: the EU Treaties are a living

* Director at the Council Legal Service. The views expressed by the author are personal and do not
engage the institution for which he works.
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document. Their interpretation through well-settled legal techniques allows
the challenges of the times to be addressed. They are not a rigid text but lend
themselves to a reading that contributes to the process of an ‘ever-closer union’
to which the preamble of the TEU refers. This evolutive interpretation does not
amount to a blanket cheque for the legislator to break free of the Treaties, nor is
it a recipe to twist them to accommodate the legislator’s political preferences in
an arbitrary manner. An evolutive interpretation of the Treaties allows legislation
and societal choices to be factored in, as well articulating the different societal
interests at stake.

2. NextGenerationEU

NGEU is the most important instrument established by the Union to tackle
the financial consequences of the Covid-19 crisis. It comprises different Union
programmes that provide funding through the Union borrowing in the markets.
Its main features were agreed on at the European Council of 17-21 July 2020 after
five days of lengthy negotiations.

NGEU is conceived on top of the normal MFF of the Union. It is endowed
with €750 billion, a huge amount, ie about the 69 per cent of the total MFF
ceiling for commitment appropriations in 2018 prices (€1074 billion). Of the €750
billion, €390 billion (52 per cent) are to be used as subsidies and €360 billion
(48 per cent) as loans. NGEU is to be financed through the long-term issuance
of debt in the markets by the Commission. It consists of long-term borrowings
where the EU is held to pay off to the markets by the end of 2058. The legal
commitments under NGEU are to be laid out for three years, ie before the end
of 2023. Money is designated to finance a large number of programmes, most of
which are cohesion related, linked to the Covid-19 crisis.

The most important of these programmes is the Recovery and Resilience
Facility, endowed with €672 billion, the payment of which depends on compliance
by the recipient member states with a plan of economic reforms submitted by
them, and approved by the Council. The content of the Recovery and Resilience
plans will adhere to the European Semester recommendations.

NGEU is composed of a plethora of legal acts, structured in three ‘floors. On
the top floor lies the Own Resources Decision, which provides for an exceptional
and temporary increase of the own resources ceiling by 0.6 per cent of the GNI
of all the member states which is reserved up front for paying back the NGEU
debt. The Own Resources Decision also empowers the Commission to borrow
funds on capital markets on behalf of the Union. It provides for the overall volume
of EU’s liabilities, the part to be used as subsidies and as loans, and the essential
financial conditions for repayment.! There is an intermediate floor, the Recovery

ISee Arts 5(1) and 6 of the Own Resources Decision.
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Instrument Regulation (founded on Article 122 of the Treaty on the Functioning
of the European Union (TFEU)) which works as a ‘control room’ or channel
that allocates the proceeds of borrowings in the markets to different measures
and programmes that it identifies (including the recovery and resilience facility
referred to previously). On the ground floor, we have the different programmes
to which the resources are allocated — most notably cohesion based, as stated
before — which lay down the rules for their implementation, including programming,
eligibility and allocation criteria.

From a constitutional perspective, NGEU is a novel and unprecedented
construction. Borrowing in the markets to finance EU actions has been a relatively
common feature of financing by the Union for many years. Yet, until now, borrowing
took place through back-to-back operations where the Union went to the markets
to on-lend the proceeds to member states (for instance, the balance of payment
facilities to assist non-euro area member states or the European Financial Stability
Mechanism, created in 2010 to address the debt crisis affecting some member
states). The recipient member states’ commitment to repay was the asset which
rendered the operation neutral on a budgetary level. However, never before the
Union had resorted to borrowing for spending in such large amounts.

The budget of the Union is not a typical budget of a nation state. States finance
themselves through, fundamentally, raising taxes and issuing debt. The budget of
the Union does not have an autonomous capacity to raise taxes, nor it can finance
expenditure through issuing bonds. It is financed by the so-called ‘system of own
resources, where member states are held to transfer revenue to the Union, up to
a maximum limit determined in the Own Resources Decision itself. Now, for the
first time the Union is endowed with the power to go to the markets to finance
expenditure, thus incorporating a feature of financing of nation states.

This raised many concerns and reluctances from several member states,
some of which were echoed at the video conferences of Heads of State or
Government held at the outset of the pandemic, especially on 19 June 2020.
Is NGEU a new European Treasury? Is borrowing for spending a change of
budgetary paradigm through the back door? Can the EU finance today’s actions
on the basis of tomorrow’s revenues? Is this a mutualisation of the national debt
of member states — is this the birth of Eurobonds? Is the Union going beyond its
conferred powers in the area of finance and budget?

These concerns were also the object of frenzied debates in some national
parliaments. This is understandable. Not only for purely financial reasons linked
to the appearance of a new, very large stock of public debt, the payment of which
will eventually fall on the shoulders of member states. But most fundamentally
because the creation of an EU Treasury may mark a new level of EU financial
autonomy (beyond the system of own resources) with a potential federalisation
strength. It may ultimately raise democratic legitimacy questions.

Thus, the question of compatibility of NGEU with the Treaties, and more
especially with its budgetary principles, is not only one of budgetary technique
but, most notably, a question of fundamental constitutional importance, at the
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bottom of which lies the principle of conferral and the financial-economic model
on which the Union is founded.

The aforementioned questions of compatibility with the Treaties can be broken
down into three essential points, that this chapter will examine in turn:

o The first question is whether NGEU, and more specifically the borrowing for
spending on which it is based, is compatible with the principles of budgetary
balance and discipline enshrined in Article 310 TFEU.

o The second question is whether NGEU is compatible with the system of own
resources of the Treaties, as enshrined in Article 311 TFEU.

o The third question relates to the suitability of the legal basis on which NGEU is
founded, in particular Article 122 TFEU, the crisis clause of the Treaties.

2.1. NGEU and the Principles of Budgetary
Balance and Discipline

The third sentence of Article 310(1) TFEU sets out the principle of budgetary
balance by stating that [t]he revenue and expenditure shown in the budget shall
be in balance’

The principle of budgetary balance is at the core of the EU budgetary and financ-
ing system. In contrary to the national budgets, which can incur deficits (subject to
the Stability and Growth Pact and national debt brakes), the EU budget must be in
balance at the end of each year. It is one of the fundamental budgetary principles
of the Union, together with the principles of unity, budgetary accuracy, annuality,
universality, specification, sound financial management and transparency.?

Under the principle of budgetary balance, the Union is prohibited from
adopting a budget in deficit. Eventual deficits must be carried over the next year
and be financed through the own resources of the Union (see Article 7 of the Own
Resources Decision). Any possible deficit that arises at the end of the year cannot
be financed through the issuance of public debt.

Many have seen in Article 310(1) TFEU an uncontroversial and obvious
prohibition on the Union for issuing debt to finance expenditure: according to
these views, the revenue and the expenditure must be in balance, and any debt
transaction by the Union is excluded. The Union should finance its expenditure
from its revenue rather than by borrowing. In claris non fit interpretatio. Borrowing
for spending is illegal. Period.?

2See Regulation (EU, Euratom) 2018/1046 of the European Parliament and of the Council on
the financial rules applicable to the general budget of the Union, amending Regulations (EU) No
1296/2013, (EU) No 1301/2013, (EU) No 1303/2013, (EU) No 1304/2013, (EU) No 1309/2013, (EU)
No 1316/2013, (EU) No 223/2014, (EU) No 283/2014, and Decision No 541/2014/EU and repealing
Regulation (EU, Euratom) No 966/2012 [2018] O] L193/1, Art 6.

3See in this sense Piivi Leino-Sandberg and Matthias Ruffert, ‘Next Generation EU and Its
Constitutional Ramifications: A Critical Assessment’ (2022) 59 CML Rev 433, 450 ff.
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But are things so clearly spelled out by primary law? Let us make both a literal
and a finalistic reading of Article 310(1) TFEU. From a literal perspective this
provision does not explicitly prohibit (or allow) financing by means of loans.
Moreover, and this is a very important element, it refers to revenue and expenditure
‘shown in the budget.

However, proceeds from borrowings under NGEU consist of external assigned
revenue: they do not finance EU expenditure in a general manner but are revenue
earmarked to a specific purpose, namely, financing the Covid-19 relevant
programmes. Yet, under the Financial Regulation, external assigned revenues
consist of off-budget operations. They are not provided in the budget and are
not decided upon the annual budget procedure. They are thus not ‘shown in the
budget’ in the literal sense of Article 310(1) TFEU and thus by their very nature
cannot jeopardise the budgetary balance.*

However, this examination cannot be confined to a literal or purely technical
reading of Article 310(1) TFEU: otherwise, it would be very easy for the EU
legislator to circumvent the principle of budgetary balance by simply establishing
multiple programmes that provide funding through loans. This could ultimately
lead to running an operating deficit, which is what the principle of budgetary
balance is intended to avoid. A finalistic interpretation of that provision is also
needed. Assessed overall and regarded from a multiannual perspective, the effects
of borrowing for spending must be budgetarily neutral, for which borrowing
should be duly counterbalanced by an asset that responds for that liability. As
mentioned earlier, this has been the case in relation to back-to-back borrowing
transactions undertaken by the Union, where the proceeds of borrowings in the
markets were on-lent to member states or third countries. Here, the obligation for
the recipient of the loan to pay it back constitutes the asset for the Union which
permits to counterbalance its debt before the markets.

It is here where the yearly increase of the ceiling of the own resources of
0.6 per cent GNI of the EU is of essence (see Article 6 Own Resources Decision).
Such an increase works as a closed compartment which is exclusively allocated
to covering the NGEU borrowings. It is a credible and solid asset — a definitive,
irrevocable and enforceable commitment of payment by member states — which
ensures the budget neutrality of the operation and that, hence, guarantees that an
operating deficit will not arise during the whole life cycle of borrowings. It should
be underlined that this closed compartment earmarked for the payment of debt

4See Regulation (EU, Euratom) 2018/1046 of the European Parliament and of the Council on
the financial rules applicable to the general budget of the Union, amending Regulations (EU) No
1296/2013, (EU) No 1301/2013, (EU) No 1303/2013, (EU) No 1304/2013, (EU) No 1309/2013,
(EU) No 1316/2013, (EU) No 223/2014, (EU) No 283/2014, and Decision No 541/2014/EU and
repealing Regulation (EU, Euratom) No 966/2012 [2018] OJ L193/1, Art 22, which provides that
external assigned revenue shall only be reflected in the statements of revenue and of expenditure of
the budget, pro memoria.
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is fundamentally different to national debt issuance, where states do not create
this kind of upfront guarantees of payment to the markets. In the case of member
states, the guarantee of payment lies, fundamentally, in their creditworthiness.

2.2. NGEU and the Integrity of the Own Resources System

The second question is whether NGEU respects the integrity of the own resources
system of the Union. The second subparagraph of Article 311 TFEU sets out that
‘[w]ithout prejudice to other revenue, the budget shall be financed wholly from
own resources.

This provision expresses another budgetary principle of the Union, namely
the fact that its financing will preponderantly be led through the system of own
resources. Of course, that system must ensure the necessary means to attain the
Union’s objectives through its policies (first subparagraph of Article 311 TFEU).
But own resources are the quasi-exclusive means to fund Union’s actions.

Now, the proceeds of borrowings cannot be regarded as own resources of
the Union. By own resources one must understand irrevocable, definitive and
enforceable payment rights to the benefit of the Union. Revenues obtained from
the market are not irrevocable, definitive and enforceable payment rights in favour
of the Union. Rather, they constitute a liability in front of the markets, which
liability will, in turn, be financed by the own resources of the Union to be paid
in by member states upon accrual of the relevant debt. Hence, proceeds from
the issuance of debt must be regarded as ‘other revenue’ in the sense of the first
subparagraph of Article 311 TFEU.

The question is evident. By establishing a mechanism of financing through the
markets in such large amounts, is NGEU putting the integrity of the system of own
resources of the Union (which, it is recalled, must be the preponderant source of
finance of the EU budget) at jeopardy?

Again, this is not a mere question of budgetary technique but a constitutional
one, which goes to the core of the financing system of the Union. The preponderance
of the own resources as the quasi-exclusive source of finance of the Union is
founded on the idea that the Union cannot itself decide on the manner of financing
its actions as it sees fit. It is subject to a previous act of acceptance of each member
state. The Own Resources Decision can only enter into force upon approval by
all member states in accordance with their respective constitutional requirements
(third subparagraph of Article 311 TFEU). This idea is, in turn, rooted in national
budget sovereignty and, ultimately, on the principle of democracy of which such
budget sovereignty is an expression. Remarkably, the Own Resources Decision is
one of the few acts of secondary law whose entry into force depends on an act
of further approval by member states — and this underlines its supra-legislative
nature. The existence of a self-standing capacity of the Union to finance itself
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through the issuance of debt outside the system of own resources clearly threatens
to deconstruct that system.

It is actually the idea of additionality and complementarity which is of utmost
importance when examining this question. The second subparagraph of Article
311 TFEU recognises the existence of ‘other revenues’ outside the own resources
system. Yet, those ‘other revenues’ must not call into question the preponderance
of the own resources as source of finance of the Union’s action. They must be
additional or complementary to the general own resources system.

Whether NGEU is a funding scheme that can be regarded as additional or
supplementary is not a question to be assessed only from a purely quantitative
perspective- is €750 billion a top up in relation to the €1074 billion of the
normal MFF financing for 2021-28? A qualitative examination of the specific
economic circumstances, needs and context of the mechanism, as well as of the
safeguards put in place to preserve the integrity of the EU own resources, is of
essence.

In this respect, one can refer to the exceptional situation of the Covid-19
crisis and the ensuing urgent need for a swift recovery: NGEU is not a normal
spending programme. It is an instrument to help economic recovery in a spirit of
solidarity.

NGEU is accompanied by many guarantees which underscore its complemen-
tary nature and the respect for the integrity of the own resources system. Article 4
of the Own Resources Decision lays down the general principle that the Union
shall not use funds borrowed on the capital market for the financing of operational
expenditure. Under Article 5 of the Own Resources Decision, NGEU is an exception
to this principle, whose use must be strictly limited to the sole purpose of
addressing the consequences of the Covid-19 pandemic. It is a temporary and
one-oft mechanism. Borrowings are limited in time — until 2026 maximum. NGEU
legal commitments are to be entered into within a maximum of three years. It is
limited in size and duration to what is necessary to that end.

To sum up, borrowing for spending under NGEU comes with many guarantees
which make it compatible with the Treaties, be they the principle of budgetary
balance, or be they the integrity of the own resources system. It is designed to be
budgetarily neutral and not to engender deficits. Bearing in mind its special char-
acteristics and the very particular needs it intends to address, it can be regarded
as complementary to the own resources system of the Union, and respectful of
its integrity. NGEU does not constitute a new budgetary paradigm of the Union
which is to be consolidated and continued indefinitely. Borrowing for spending
cannot become a permanent feature of the EU budget to finance regular EU poli-
cies, unless the Treaties were to be changed. It is from this perspective that it must
be concluded that we are not in a ‘Hamiltonian moment’ for the Union, which can
be understood as a leap towards a common Treasury for the member states. NGEU
is far away from constituting a genuine European Treasury.
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2.3. The Legal Basis of NGEU: Recourse to Article 122 TFEU

As explained previously, NGEU is composed of a plethora of legal acts: the Own
Resources Decision, founded on Article 311 TFEU, contains NGEU’s fundamental
regulatory principles; the EU Recovery Instrument (EURI), founded on Article 122
TFEU, specifies the main priorities for support, the rules on allocations of funds,
including for the different priorities, and the fundamental rules of budgetary
implementation; the sectorial programmes, most of which are founded on a legal
basis for cohesion, such as Article 175(3) TFEU, set out the regulatory framework
for each of the programmes where NGEU money will be spent, including on
programming, eligibility, financing and control.

All the three legislative blocks work as a waterfall. The sectorial legislation must
respect the rules and principles provided both in the Own Resources Decision and
in the EURI Regulation; EURI follows the financial NGEU ‘charter’ that the Own
Resources Decision lays down.

This contribution will now focus on one of the three elements, namely the use
of Article 122 TFEU as the legal basis for the EU Recovery Instrument.

Article 122 TFEU corresponds to Chapter 1 (economic policy) of Title VIII
(economic and monetary policy) TFEU. It reads as follows:

1. Without prejudice to any other procedures provided for in the Treaties, the
Council, on a proposal from the Commission, may decide, in a spirit of solidarity
between Member States, upon the measures appropriate to the economic situ-
ation, in particular if severe difficulties arise in the supply of certain products,
notably in the area of energy.

2. Where a Member State is in difficulties or is seriously threatened with severe
difficulties caused by natural disasters or exceptional occurrences beyond its control,
the Council, on a proposal from the Commission, may grant, under certain condi-
tions, Union financial assistance to the Member State concerned. The President of
the Council shall inform the European Parliament of the decision taken.

The Recovery Instrument does not specify whether its legal basis is paragraph 1 or 2
of Article 122 TFEU, or whether the two paragraphs constitute the legal basis of
the proposal at the same time. It is noted that Article 122(2) TFEU provides that
the Council may, under certain conditions, grant Union financial assistance to
member states. However, the Recovery Instrument does not grant financial assis-
tance to the budget of member states. It lays down general arrangements for the
use of the proceeds of the Union’s borrowing in a number of Union programmes.

One can, therefore, conclude that the Recovery Instrument is based on
paragraph 1 of Article 122 TFEU and not on paragraph 2 thereof. The wording used
in paragraph 2, where it refers to the difficulties or the exceptional occurrences
which may justify its use, helps, however, giving an indication of the sorts of
exceptional circumstances that Article 122 TFEU as a whole is designed to address.

Article 122 TFEU was a kind of ‘sleeping beauty’ provision, which had hardly
been used before the succession of crises that have afflicted the Union since 2010 -
the financial crisis, the public debt crisis, the migration crisis, the Covid-19 crisis,
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and the war in Ukraine. Since then, the Union has relied on this provision as
legal basis on six occasions: the adoption of the European Financial Stability
Mechanism,®> which aims at providing financial assistance to member states
undergoing problems of budgetary liquidity or solvency; the adoption of the
Emergency Support Instrument,® which initially aimed at providing financial
support to member states that suffered most the consequences of the 2016
migration and refugee crisis and that eventually evolved towards supporting
the public health consequences of the Covid-19 pandemic; the establishment
of a European instrument for temporary support to mitigate unemployment
risks (SURE)” following the Covid-19 outbreak; the establishment of the Health
Emergency Preparedness and Response (HERA),® a new Commission’s depart-
ment that brings together experts from the Commission and member states’
representatives and whose objective is to prevent, detect and rapidly respond
to health emergencies; the adoption of the EU Recovery Instrument® which is
focused on in this chapter; and, finally, at the date of publication of this chapter,
the adoption of the Regulation on an emergency intervention to address high
energy prices.!?

Crisis clauses exist in most Constitutions. Typically, they allow for prompt
action by the executive, which can rely on wide powers with limited parliamentary
control. Moreover, their activation normally undergoes simplified, less burden-
some procedures adapted to the gravity of the situation.

Yet, although recourse to crisis clauses is legitimate, their use must rely on
principles of prudence and exceptionality. Otherwise, they risk becoming a vehicle
that may erode a constitutional order on reasons of political convenience and
opportunity. History is enlightening in this respect. One of the most telling examples
relates to Article 48 of the Weimar Constitution, the emergency provision of
that Constitution. It empowered the president of the Republic to enforce the
Constitution against ‘disobedient’ Léinder or to adopt the necessary measures,
decrees, or orders, in case of serious disturbances or risks to public order and
security. The president of the Republic undertook a widespread use of this
article as from 1920 and most notably in years 1930 and 1931, both in quantita-
tive and qualitative terms. That use went beyond security and public order issues

> Council Regulation (EU) No 407/2010 establishing a European financial stabilisation mechanism
[2010] OJ L118/1.

Council Regulation (EU) 2016/369 on the provision of emergency support within the Union
[2016] OJ L70/1.

7 Council Regulation (EU) 2020/672 on the establishment of a European instrument for temporary
support to mitigate unemployment risks in an emergency (SURE) following the COVID-19 outbreak
[2020] OJ L159/1.

8 Commission, ‘Proposal for a Council Regulation on a framework of urgent measures related
to medical countermeasures in the event of a public health emergency at Union level COM (2021)
577 final.

°Council Regulation (EU) 2020/2094 establishing a European Union Recovery Instrument to
support the recovery in the aftermath of the COVID-19 crisis [2020] OJ LI 433/23.

19 Council Regulation (EU) 2022/1854 on an emergency intervention to address high energy prices
[2022] OJ LI 261/1.
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and comprised decrees and orders in the financial and economic field.!! The
relentless use of Article 48 of the Weimar Constitution ultimately led to its
mutation, to the creation of a parallel legal order detrimental to parliamentarism,
and to the progressive transformation of the Weimar Republic into an authoritarian
regime.

Of course, one should not dramatise the evolution of the law of the Union
when it comes to Article 122 TFEU. The ghost of the Weimar Constitution does
not risk haunting the Union legal order. Nevertheless, the evocation of the Weimar
experience of exceptionality may be useful to warn against the dangers that an
excessive use of exceptionality clauses, such as Article 122 TFEU, entails.

Arguably, the wording of Article 122(1) TFEU confers upon the Council a wide
margin of discretion for its use. It empowers the Council to adopt the ‘measures
appropriate to the economic situation’ in a ‘spirit of solidarity’, without specifying
which are the situations which qualify for recourse to that provision, or the partic-
ular form, nature and content of the measures that may be adopted on its basis.
Article 122(1) TFEU simply refers ‘in particular’ to severe difficulties in the supply
of certain products, notably in the area of energy, but does not specify exhaustively
either the kind of situations which may give rise to that provision or the specific
measures that the Council is empowered to adopt. Despite this wide margin
of discretion, and bearing in mind its expansive scope and strength, the use of
Article 122 TFEU must be subject to strict limits - to an overall rule of prudence
and of self-restraint — so that the legal fabric of the Union, founded on the
principle of attribution of competences, is not affected. What are those limits?

First, Article 122 TFEU must be exclusively used in situations of exceptionality
leading to severe difficulties in the economic situation of the member states which
cannot be addressed by means of the ordinary Union measures.!? Not any excep-
tional situation should qualify for the use of that provision. The bar is very high:
the gravity of the situation must be especially serious. Situations where only a
particular individual or specific sectors of the economy are affected would not
be sufficient for its activation. It is necessary that the situation in question presents
a systemic nature affecting, or threatening to affect, the fundamentals of the
economy of the Union or of its member states in a generalised manner, in terms of,
for instance, evolution of GDP and growth, unemployment rates, productivity and
competitiveness indicators, or the financial stability, the solvency and the liquidity
of the member states.

11 Between 1920 and 1924, more than 100 presidential decrees were adopted on the basis of Article 48
of the Weimar Constitution. In 1932, 60 presidential decrees were adopted. See Josu de Miguel Barcena
and Javier Tajadura Tejada, Kelsen versus Schmitt: Politica y derecho en la crisis del constitutionalismo
(Madrid, Guillermo Escolar, 2018) 249 ff.

12The wording of Art 122(1) TFEU does not expressly mention the condition of urgency as is the
case for Art 122(2). However, the two paragraphs need to be read jointly and on the basis of the specific
purpose of Art 122 TFEU in the system of the Treaties: both contextual and systemic methods of inter-
pretation therefore point to an ‘emergency rationale’ that applies to the whole provision.
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Second, recourse to Article 122 TFEU must be temporary. It cannot be used for
the purpose of regulating a matter on a permanent basis or to replace the ordinary
financing of EU policies, since this would encroach on the relevant substantive
legal bases provided for in the Treaties. The introductory words ‘without prejudice
to any other procedures provided for in the Treaties’ underscore the exceptional
and temporary nature of measures under Article 122(1) TFEU, as recourse to that
provision may not undermine or circumvent the use of other legal bases laid down
in the Treaties for use in ‘normal times.

Third, Article 122 TFEU belongs to Chapter 1 of Title VIII TFEU, which deals
with economic policy. The objective and the content of measures adopted under
Article 122(1) TFEU must therefore be economic in nature.

Fourth, Article 122 TFEU must be used for providing support to member states
of the Union, and not as an instrument of external policy to the benefit of third
countries. The competence set out in Article 122 TFEU is based on the particular
spirit of solidarity between member states, which justifies taking exceptional action
when member states experience situations of severe economic difficulty. The
position of third countries in that regard is, in principle, fundamentally different.
Article 122 TFEU cannot be used as an instrument of external policy.!

In my view, the EU Recovery Instrument (including the underlying sectorial
programmes which it finances) fulfils all four conditions referred to above. Without
doubt, the instrument responds to the exceptional circumstances engendered by
the pandemic, the unprecedented character of the ensuing economic crisis, and
to extraordinary size of its consequences. The instrument is temporary in nature
bearing in mind the one-off nature of the budgetary construction explained above,
as well as the fact that the rules on budgetary implementation of the EU Recovery
Instrument set out a system of deadlines for concluding legal commitments related
to the resources mobilised under the Recovery Instrument. The EU Recovery
Instrument is clearly economic in nature since it finances a comprehensive set of
measures for economic recovery, which are aimed at tackling tackle the economic
consequences of the pandemic through measures related to the economic dimension
of the crisis. Finally, its assistance is overall limited to the member states of the EU.

3. The Rule of Law Conditionality Mechanism

This contribution will now tackle the second major budgetary and constitutional
development referred to in section 1, namely the budgetary conditionality rule

13The General Court has clarified that ‘the spirit of solidarity between Member States that must
inform the adoption by the Council of measures appropriate to the economic situation, within the
meaning of Article 122 (1) TFEU, indicates that such measures must be founded on assistance between
the Member States, Case T-450/12 Alexios Anagnostakis v European Commission ECLI:EU:T:2015:739,
para 42. This finding has been confirmed by the Court of Justice on appeal, C-589/15 P Alexios
Anagnostakis v European Commission ECLI:EU:C:2017:663, para 71.
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of law mechanism enshrined in Regulation 2020/2092 on a general regime of
conditionality for the protection of the Union budget (hereinafter, ‘the conditionality
rule of law Regulatiorn’).

As is the case regarding NGEU, the interest of this Regulation is not exhausted
in its budgetary dimension. The conditionality rule of law Regulation is essentially
an instrument of great constitutional and institutional value. It expresses
fundamental principles of the EU legal order such as solidarity and mutual trust,
and gives legislative translation to the values set out in Article 2 TEU, which
include respect for the rule of law.

This chapter will briefly present the functioning of the mechanism and then the
most important constitutional implications will be examined in turn in view of the
judgments of the Court of Justice in two actions for annulment brought by Poland
and Hungary against the conditionality rule of law Regulation.

3.1. Context and Content of the Conditionality
Rule of Law Regulation

The Commission presented its proposal on the conditionality rule of law Regulation
in May 2018.1 The proposal was framed in a double context. On the one hand, it
was part of the Commission’s overall strategy to address the challenges to the rule
of law that existed in some member states at the time of this proposal; on the other
hand, the proposal is an integral part of the Commission’s MFF legislative package
for the period 2021-2027.

The negotiations for the current MFF revolved around three pillars: the MFF
proposal; NGEU, which was explored above; and, finally, the conditionality rule of
law proposal. The latter is therefore incorporated into the overall MFF and NGEU
negotiations and cannot be politically understood outside that context.

The general conditionality mechanism aims at protecting the EU budget in
case of breaches of the principles of the rule of law in the member states. It is based
on the idea that member states can ensure the sound financial management of EU
money only if their public authorities act in accordance with the law.! Its legal
basis is Article 322(1)(a) TFEU, which allows for the adoption of financial rules on
the procedure for establishing and implementing the budget.

Under Article 4(1) of the conditionality rule of law Regulation, the activation
of the mechanism takes place under two circumstances: (i) a breach of the
principles of the rule of law by a member state, which (ii) affects or seriously
threatens to affect in a sufficiently direct manner the sound financial management

14 Commission, ‘Proposal for a Regulation of the European Parliament and of the Council on the
protection of the Union’s budget in case of generalised deficiencies as regards the rule of law in the
Member States’ COM (2018) 324 final.

!> Recital 8 of the preamble to the conditionality rule of law Regulation.
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of the Union budget or the protection of the financial interests of the Union.
In this case, the Council, acting by a qualified majority on a proposal from
the Commission, may adopt measures suspending or cancelling EU funding
(Article 5(1) of the conditionality rule of law Regulation).

The volume of these measures is determined in accordance with proportionality
criteria laid down under Article 6(1) of that Regulation. These criteria shall be
primarily determined in light of the actual or potential impact of the breaches of the
measures of the rule of law on the sound financial management of the Union budget
or the financial interests of the Union. The nature, duration, gravity and scope of the
breaches of the principles of the rule of law shall be duly taken into account.

The Regulation includes elements of definition aimed at ensuring that its
application is as precise as possible. Among them, there is a definition of the
concept of the rule of law, which incorporates elements stemming from the case-
law of the Court (Article 2(a)), as well as the specification of several indications of
the existence of a breach of the principles of the rule of law (Article 4(2)).

The mechanism is conceived as an instrument of a subsidiary nature,
applicable where other budget protection procedures do not allow its protection
more effectively (Article 6(1) of the conditionality rule of law Regulation).

The procedure - Article 6 of the Regulation - is divided into two stages. First,
an instruction in which the Commission conducts a dialogue with the country
concerned to establish the facts and the existence of the activation conditions. This
dialogue can take up to six months. Second, there is a decision-making stage: if,
based on its dialogue with the member state, the Commission considers that the
circumstances for triggering the procedure are present, it is obliged to propose meas-
ures to the Council, which, in principle, has one month to decide on their adoption.

Finally, the Regulation provides for a procedure for reviewing and adapting
or lifting measures imposed by the Council where the conditions which led to its
application have evolved or disappeared (Article 7 of the Regulation).

At the time of drafting this chapter, the Commission has proposed the
adoption of measures under the conditionality rule of law Regulation in relation
to Hungary to the Council !¢

3.2. Constitutional Meaning of the Conditionality Rule of
Law Regulation: The Judgments of the Court of Justice in
Cases C-156/21 and C-157/21

This chapter will now turn into the constitutional meaning of the rule of law
conditionality Regulation, as spelled out in the judgments of the Court of Justice

16See Commission, ‘Proposal for a Council Implementing Decision on measures for the protection
of the Union budget against breaches of the principles of the rule of law in Hungary’ COM (2022)
485 final.
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of 16 February 2022 concerning the actions for annulment against that Regulation
brought by Hungary and Poland in Cases C-156/21 and C-157/21.17 The Court
heard the two cases in full assembly.

3.2.1. The Mechanism as Genuine Budgetary Conditionality

Hungary and Poland focused their arguments on one main point, which had
already been put forward during the legislative debate. The conditionality rule
of law Regulation is a budgetary screen that hides the real purpose of enforcing
the respect for the value of the rule of law through means less demanding in
procedure than Article 7 TEU. Article 322(1)(a) TFEU would therefore be an
incorrect legal basis. According to the applicants, Article 7 TEU constitutes the
only remedy available to the Union to identify and put an end to potential breaches
of the values laid down in Article 2 TEU.

In its judgments the Court rejected these arguments, concluding that the
Regulation is a genuine instrument of budgetary conditionality, thus correctly
founded on Article 322(1)(a) TFEU.

The Court came to this conclusion after examining a number of elements
which prove the genuine budgetary character of the mechanism: For instance, the
provision that requires a sufficient causal link between the breach of the principles
of the rule of law and the actual or potential damage to the financial interests of the
European Union - namely the fact that the breach must have a ‘sufficiently direct’
effect on the EU budget - is particularly relevant.!® The criteria of proportionality
laid down in the Regulation, whereby the volume of the measures (suspension
or cancellation of funding) is determined primarily based on the damage to the
budget, rather than on the basis of the seriousness of the breach of the rule of law,
also underpin the genuine budgetary nature of the instrument.!? In its reasoning
as to the adequacy of the legal basis, the provisions of the Regulation on the
lift and adaptation of measures imposed are also important. Indeed, such a lift
or adaptation may take place when the damage to the budget has disappeared
(or diminished), even if the breach of the rule of law is still ongoing.?°

Because the instrument is one of genuine conditionality it does not overlap
with Article 7 TEU. In accordance with its well-established case-law, the Court
states that Article 7 TEU is not exhaustive in nature. The EU institutions may
examine and, as the case may be, request to put an end to the possible breaches
of the values under Article 2 TEU committed by a member state on the basis of
other provisions of the Treaty, the effective implementation of which depends on
compliance with those values. The Court refers to Article 19(1) TEU, which lays

17Case C-156/21 Hungary v Parliament and Council ECLI:EU:C:2022:97; Case C-157/21 Poland
v Parliament and Council ECLI:EU:C:2022:98.

18See Case C-157/21 Poland v Parliament and Council ECLI:EU:C:2022:98, paras 125, 159, 165.

19See ibid para 128.

20See ibid para 127.
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down the obligation for member states to provide remedies sufficient to ensure
effective judicial protection in the fields covered by EU law, and which, as is well
known, has served as the basis for the Court to verify the independence of the
judicial systems of certain member states.?!

3.2.2. The Conditionality Rule of Law Regulation and the
Principles of Solidarity and Responsibility

Without doubt, the conditionality rule of law Regulation is an example of ‘marriage’
between the principles of solidarity and responsibility. Integration processes
brought about by recent crises are founded on a trade-off of the two principles: The
public debt crisis led to instruments such as the European Stability Mechanism
(ESM), which may mobilise huge amounts of money to assist member states
suffering liquidity or insolvency problems, in exchange for these states adopting
measures of budgetary responsibility; in the face of the financial crisis, the
Banking Union was created, in which the risks of banks are mutualised through
a single resolution fund in exchange for a mutualisation of the control of those
risks (through the Single Supervisory System which has been in the hands of
the European Central Bank since 2014). The convergence of solidarity and of
responsibility arises in other EU policies where member states share a common
good - internal borders - such as asylum and immigration, and thus Article 80
TFEU reflects both principles on an equal footing.

The conditionality rule of law Regulation and the particular context in which
it appears (the massive mobilisation of funding under MFF and NGEU) is another
example of this interaction between solidarity and responsibility. As stated
by Advocate General Campos Sanchez-Bordona, NGEU is possibly ‘the largest
solidarity effort launched by the Union in its history’??

In its two judgments, the Court dwells on the relationship between the principles
of solidarity and responsibility. It establishes a sort of ‘super-conditionality,
recalling that respect by the member states of the values set out in Article 2 TEU is
a necessary condition for them to enjoy their rights under the Treaties.? It recalls
that the Union budget is one of the main instruments that gives concrete form
to the principle of solidarity. The principle of solidarity, in turn, presupposes the
principle of mutual trust between the member states. There can be no solidarity,
nor the mutual confidence that it presupposes, without respect by member states
of the values of Article 2 TEU.* The Court concludes by recalling that respect for

21 See ibid paras 194-99; See also Case C-619/18 Commission v Poland EU:C:2019:531, paras 58, 59
and Case C-192/18 Commission v Poland EU:C:2019:924, paras 106 f.

22See Case C-848/19 Germany v Poland ECLI:EU:C:2021:218, Opinion of AG Campos Sénchez-
Bordona, fn 43.

2 See Case C-157/21 Poland v Parliament and Council ECLI:EU:C:2022:98, para 114.

24See ibid para 147.
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the rule of law, which presupposes judicial independence, is essential for the sound
financial management and the protection of the Union’s financial interests.?>

Conditionality is the link between solidarity and responsibility. And, one
should not forget, the negotiation of the last MFF as well as of the NGEU
programme has been very much marked by the establishment of different
budgetary conditionalities, aimed at ensuring a responsible execution of the
huge solidarity effort at stake. It should suffice here to mention some of those
conditionalities, such as environmental and climate conditionality; the condi-
tionality based on respect for ‘horizontal principles’ relating to the protection of
fundamental rights and compliance with the Charter of Fundamental Rights; or
macroeconomic conditionality linking the provision and effectiveness of funds to
the respect for budgetary obligations and sound economic governance.?®

3.2.3. The Full Normative Character of the Values of Article 2 TEU
as Identity of the EU Legal Order

The mechanism demonstrates the structuring function of the values referred to in
Article 2 TEU. That article does not constitute a legal basis conferring competences
on the Union. However, the values it mentions do not have a mere aspirational
function. They are not a constitutional dead letter, Article 2 is not just constitu-
tional iconography, in words of Joseph Weiler.?” Article 2 TEU has full normative
value, intended to provide underlying values running through EU legislation.

The two judgments of the Court confirm this. The Court repeatedly states that
Article 2 TEU is legally binding on the member states. In particular, respect for
the values of Article 2 TEU constitutes an obligation of result, in the sense that,
while the member states have a margin of discretion for their internal organisation
to ensure respect for the principles of the rule of law, each of them must ensure an
equivalent and effective level of respect for the values.? Moreover, the obligation
to respect the values of Article 2 TEU is subject to a principle of non-regression:
such an obligation is not only a condition of accession to the European Union
within the meaning of Article 49 TEU, but a requirement which must be complied
with on a continuous basis once accession has taken place.?

%5 See ibid paras 148-51.

2'These conditionality rules are laid down in Regulation (EU) 2021/1060 laying down common
provisions on the European Regional Development Fund, the European Social Fund Plus, the Cohesion
Fund, the Just Transition Fund and the European Maritime, Fisheries and Aquaculture Fund and
financial rules for those and for the Asylum, Migration and Integration Fund, the Internal Security
Fund and the Instrument for Financial Support for Border Management and Visa Policy [2021]
OJ L231/159. Environmental conditionality is laid down in Art 6 and 9(4) thereof; respect for horizontal
principles (as fundamental rights) in Art 9 thereof; macroeconomic conditionality in Art 19.

2 Joseph HH Weiler, ‘On the Power of the Word: Europe’s Constitutional Iconography’ [2005] 3
International Journal of Constitutional Law 173.

28See Case C-157/21 Poland v Parliament and Council ECL:EU:C:2022:98, paras 142-45, 168, 169,
179, 263-65.

2 See ibid paras 143, 144, 223.
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And because Article 2 TEU has full normative value, its interpretation belongs
to the European Union, and, ultimately, to the Court. These values are not an
intangible part of the national constitutional identity but are at the core of what the
Court calls the European constitutional identity. National constitutional identity
cannot make the defence of the values under Article 2 TEU a task left to the sole
discretion of each member state. The Union cannot outsource in full the definition,
content and scope of these values to the member states. It is for the Union to define
and defend them on the basis of the autonomy enjoyed by its legal order vis-a-vis
the law of the member states.’® And outside Article 7 TEU, which establishes
a procedure subject to primarily political considerations, the monitoring of
compliance by the EU institutions with the values of Article 2 TEU must be subject
to legal criteria.®!

According to the Court, respect for the values of Article 2 TEU is bound
to penetrate legislative action. It is, in some way, a call on the legislature to
incorporate into EU legislation - in so far as necessary for the attainment of
the objectives of the act in question - conditionality rules linking EU acts to
the respect for the value enshrined in Article 2 TEU. The rule of law budgetary
conditionality is thus a model that could inspire similar constructions in other
EU policies. Moreover, the Court refers to a kind of duty on the part of the
EU legislator to pro-actively defend the values of Article 2.32 It sends a message
to Brussels: the Court should not bear the burden of enforcing respect for the
values, notably of the rule of law, alone. The political institutions should also
assume their responsibilities.*?

4. Conclusions

NGEU and the rule of law conditionality Regulation constitute two extraordinary
developments in constitutional terms. They prove the living nature of the Treaties,
but also the awareness of the legislator that, together with large doses of creativity,
it is necessary to incorporate guarantees that root those instruments within the
boundaries of primary law. They are a telling example of the parallel paths of
solidarity and responsibility. Solidarity presupposes mutual trust, which is in
turn rooted in the effective and equivalent assumption by member states of their
obligations under EU law, most notably respect for the values under Article 2 TEU.
Both instruments show that the money is ‘coloured’ by the values of Article 2 TEU.
These values are not relative concepts, the meaning and scope of which can be

30See ibid para 143.

31 See ibid paras 200, 203.

32See ibid para 268.

3See in this sense Jean-Paul Jacqué, ‘Le juge de I'Union saisi par la politique’ [2021] 4
Revue Trimestriel de Droit Européen 799.
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left to an 4 la carte determination of each member state. They constitute absolute
targets, the normative content of which the Union is empowered to determine
autonomously because they are part of its own constitutional identity. Article 2
TEU can be regarded as the substratum of a ‘European Constitutional patriotism,
borrowing the expression of Habermas.>*

3Tiirgen Habermas, Between Facts and Norms: Contributions to a Discourse Theory of Law and
Democracy (William Rehg tr, Cambridge, MA, MIT Press, 1996) 507: ‘a European constitutional
patriotism would have to grow together from various nationally specific interpretations of the same
universalist principles of law. The origins of constitutional patriotism can be traced back to Carl Jaspers
and his pupil Dolf Sternberger, see Jan-Werner Miiller, Constitutional Patriotism (Princeton, NJ,
Princeton University Press, 2007) 15-26, and has inspired further debates as European constitutional
patriotism, 93-139.
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When Size Matters

On the Legality of the Recovery Instrument
‘Next Generation EU’ in Light of
its Unprecedented Volume

CLAUDIA WUTSCHER

1. Iudex Non Calculat — But Maybe He Ought To

The recovery instrument NextGenerationEU (NGEU) is ‘part of a financial
package of unprecedented volume.! Together with the Multiannual Financial
Framework (MFF) 2021-27,2 a total of €2.018 trillion - in current prices® -
contribute to ‘a greener, more digital and more resilient Europe’ in the coming
years. NGEU alone comprises investments of up to more than €800 billion in
current prices, disbursed until 2026, with the bulk allocated to loans and grants
in the Recovery and Resilience Facility (RRF).* It is, however, not only huge, it is
also special both in terms of financing and expenditure, as it is financed through
debt incurred by the Union, and it operates outside the EU budget. To put its size

! European Commission, ‘Presentation by Commissioner Johannes Hahn of the NextGenerationEU —
Funding strategy to finance the Recovery Plan for Europe’ (Speech/21/1743, Brussels, 14 April 2021)
https://ec.europa.eu/commission/presscorner/detail/fr/speech_21_1743.

2 Council Regulation (EU, Euratom) 2020/2093 laying down the multiannual financial framework
for the years 2021 to 2027 [2020] OJ L4331/11; with total commitments of about €1.2 trillion in current
prices.

3 Council Decision (EU, Euratom) 2020/2053 on the system of own resources of the European
Union and repealing Decision 2014/335/EU, Euratom [2020] O] L424/1 (ORD), Art 5(1), (2)
foresees a ‘fixed deflator’ of 2% per year to adjust the scale of admissible borrowing operations
(€750 billion in 2018 prices). If, as is currently the case, inflation is higher than 2%, the available funds
lose purchasing power.

4The announcement of May 2022 that more than a third of those investments could possibly be
earmarked for the transition to more energy autonomy (cf the so-called REPowerEU proposal to
amend, in particular, Regulation (EU) 2021/241, COM (2022) 231 final) was ultimately not imple-
mented. Rather, the amending regulation to include REPowerEU Chapters in the recovery and


https://ec.europa.eu/commission/presscorner/detail/fr/speech_21_1743
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into perspective, the EU’s annual budget for 2022 foresees total commitments of
€169.5 billion and payments of €170.6 billion, so NGEU amounts to almost five
yearly EU budgets (or about 5 per cent of the entire EU GDP®), which explains
why the Commission advertises it as the ‘largest stimulus package ever’®

Yet, when assessing the legality of a measure against the backdrop of higher-
ranking norms, lawyers are, in general, not too concerned with numbers. Iudex
non calculat is taught to all law students in their first semester and many take
pride in cultivating this preconception almost as a virtue. Thus, attempts to answer
the question whether NGEU complies with primary law might look at whether the
EU is, in general, competent to incur debt by issuing bonds and, if so, to what end
and under which conditions; or they might assess whether the legal construction,
on which NGEU is based, fulfils the prerequisites of Article 122 of the Treaty on
the Functioning of the European Union (TFEU) (and Article 175(3) TFEU as
regards RRF), is compatible with the no-bail-out-clause of Article 125 TFEU, with
EU financial provisions,” and with the rules on the EU’s own resources system
(Article 311 TFEU).® From the perspective of national constitutional law, they
might highlight the specifics of ratifying a new Own Resources Decision (ORD).?

It seems as though, however, the results of these legal assessments are usually
not dependent on the volume of the assessed measure, or such dependency is
at least not explicitly addressed. In other words, if the legal construction used
for NGEU were compatible with primary law and member states’ constitutional
prerequisites, it would be just as compatible if its size was not €800 billion, but
‘only” a tenth of its current volume, namely €80 billion, or, on the contrary,
10 times as much, meaning €8 trillion. Yet, such a conclusion is flawed. Rather,
in this chapter I will use the assessment of NGEU to show why and to what
extent the size of a measure is not only politically important, but also relevant
for the legal assessment, both from the EU law perspective as well as from the
perspective of member states’ constitutional law.!° T will focus on the EU law
perspective and begin with a brief account of the legal set-up (section 2.1), which
Frank Schorkopf called a ‘master piece’ and ‘legal high-tech’!! Then, implications
of NGEU's size for its legal assessment, namely in the interpretation of Treaty

resilience plans foresees an additional €20 billion from the Innovation Fund and ETS allowances; see
Regulation (EU) 2023 1435 [2023] OJ L63/1.

® According to Eurostat, EU GDP in 2021 amounted to about €14.552 trillion, see Eurostat, ‘GDP
and main component (output, expenditure and income)’ (NAMA_10_GDP) https://ec.europa.eu/
eurostat/databrowser/view/NAMA_10_GDP/default/table?lang=en.

¢ ¢f the overview of NGEU on the Commission website, European Commission, ‘Recovery plan for
Europe’ (European Commission Website) https://ec.europa.eu/info/strategy/recovery-plan-europe_en.

7Art 310(1) TFEU. Doubts regarding the compatibility of NGEU with the financial provisions
pertain, in particular, to the principles of budgetary balance and discipline.

8 eg Council Legal Service, Opinion, Council Doc 9062/20 (Brussels, 24 June 2020); Frank Schorkopf,
‘Die Europdische Union auf dem Weg zur Fiskalunion’ (2020) 73 Neue Juristische Wochenschrift 3085.

% eg Schorkopf, ‘Auf dem Weg zur Fiskalunion’ 3089 f paras 31 f.

10 My considerations may apply mutatis mutandis to other measures taken, eg in connection with the
war in Ukraine or the energy crisis.

! Schorkopf, ‘Auf dem Weg zur Fiskalunion’ 3087.


https://ec.europa.eu/eurostat/databrowser/view/NAMA_10_GDP/default/table?lang=en
https://ec.europa.eu/eurostat/databrowser/view/NAMA_10_GDP/default/table?lang=en
https://ec.europa.eu/info/strategy/recovery-plan-europe_en
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rules and the application of EU law principles, shall be addressed (section 2.2).
The second part of this contribution will then briefly cover the constitutional law
perspective (section 3) and show that size may also matter both for the applica-
ble parliamentary procedure to be used for the approval of the Own Resources
Decision (ORD) as well as for the assessment of its compatibility with parlia-
ments’ budgetary prerogatives.

2. The EU Law Perspective

2.1. The Legal Set-Up

NGEU’s legal set-up is innovative!? and has been ascribed to the ‘grey zone
between creative legal engineering and illegality’!* NGEU consists of several new
legal acts as well as recasts of and changes to existing ones. Regarding expenditure,
ie the distribution of the funds, Regulation (EU) 2020/2094 establishing a European
Union Recovery Instrument to support the recovery in the aftermath of the
COVID-19 crisis' (EURI Regulation) sets up the general regime and purpose,
leaving implementation to the autonomous programmes, which the instrument
finances. It is based on Article 122 TFEU, but although this provision contains two
paragraphs with distinct prerequisites, it leaves open which of them specifically
serves as the legal basis.!® In any event, in order to comply with the no-bail-out
clause of Article 125 TFEU as understood by the Court of Justice of the European
Union (CJEU), the Recovery Instrument must not diminish the incentive to
pursue a sound budgetary policy at the level of the member states, who should

2¢f Pidivi Leino-Sandberg and Matthias Ruffert, ‘Next Generation EU and Its Constitutional
Ramifications: A Critical Assessment’ (2022) 59 CML Rev 433, 437; Frank Schorkopf, ‘Auf dem Weg zur
Fiskalunion’ 3087; ¢f also Bruno de Witte, “The European Union’s COVID-19 Recovery Plan: The Legal
Engineering of an Economic Policy Shift’ (2021) 58 CML Rev 635, 635, who calls it ‘a case of creative
legal engineering’ Explicitly, as regards the RRE Regulation (EU) 2021/241 of the European Parliament
and of the Council establishing the Recovery and Resilience Facility [2021] OJ L 57/17, recital 8.

13 Leino-Sandberg and Ruffert, ‘Next Generation EU and Its Constitutional Ramifications’ 439.

140J 14331/23.

1>With its reference to difficulties caused by natural disasters or exceptional occurrences beyond
member states’ control, para 2 might seem to be the more fitting choice. However, the Recovery
Instrument does not grant financial assistance, which would in any case also be limited to alleviating
the consequences of the pandemic and require ‘certain conditions’ (¢cf Schorkopf, ‘Auf dem Weg zur
Fiskalunion’ 3087 f paras 24 f wir). Thus, the Legal Service of the Council considers para 1 as the proper
legal basis for the EURI Regulation, while it suggests using para 2 as an ‘indication on the sorts of
exceptional circumstances that Article 122 as a whole is designed to address’; see Council Legal Service,
Opinion, Council Doc 9062/20 (Brussels, 24 June 2020) para 119. ¢f Leino-Sandberg and Ruffert, ‘Next
Generation EU and Its Constitutional Ramifications’ 446, who consider this omission ‘intentional and
instrumental’ Art 122 TFEU allows the Council to act without a veto right of the European Parliament
on the EURI Regulation, while the RRF Regulation is based on Art 175(3) TFEU and thus adopted
according to the ordinary legislative procedure; cf Schorkopf, ‘Auf dem Weg zur Fiskalunion’ 3086
para 10.
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remain subject to the logic of the markets.!® This is questionable when the funds
are used for national reforms and public investments that would otherwise
arguably be paid for from national budgets (especially when granted in the form
of loans).!”

Most of the NGEU funds!® are distributed according to the rules laid down in
Regulation (EU) 2021/241 establishing the Recovery and Resilience Facility!” (RRF
Regulation) in the form of loans on the one and grants on the other hand, with
a maximum financial contribution calculated for each member state.?’ To access
the funds, member states have drawn up national recovery and resilience plans
(RRPs), setting out their reform and investment agenda,?! which were assessed by
the Commission and approved by the Council.?? The distribution of RRF grants
and loans, however, is based mostly on criteria not directly related to the Covid-19
crisis and used for objectives beyond merely compensating for Covid-19-related
expenditure,?® which further casts doubts on its justification as a crisis measure.?*

Although according to Eurostat®> only the loans, not the grants, are included in

the government deficit/debt for the purposes of Article 126 TFEU, by financing a

16Case C-370/12 Thomas Pringle v Government of Ireland and Others ECLI:EU:C:2012:756,
paras 135 f.

7Leino-Sandberg and Ruffert, ‘Next Generation EU and Its Constitutional Ramifications’ 450,
cf also 443; cf also Schorkopf, ‘Auf dem Weg zur Fiskalunion’ 3088 para 27.

18 Namely €723.8 billion of NGEU’s €806.9 billion in current prices.

Y Regulation (EU) 2021/241 of the European Parliament and of the Council establishing the
Recovery and Resilience Facility [2021] O] L57/17.

2 See Art 11 and annex IV RRF Regulation.

21See Art 18 RRF Regulation. The RRPs take into account the investment and reform priorities
identified as part of the European Semester.

22 Art 19, 20 RRF Regulation. A minimum of 37% of RRP has to contribute to the green transition
(‘climate target’), 20% to the digital transformation (‘digital target’), see Art 18(4)(e) and f RRF
Regulation. Commitments are entered into and loans and guarantees granted until the end of 2023
(see Art 3(4)-(6) EURI Regulation), payments made until the end of 2026 (Art 3(9) EURI Regulation,
Art 24 RRF Regulation). The Commission thereby acts as a ‘functional ministry of economy and
finance, see Hanno Kube and Frank Schorkopf, ‘Strukturveranderung der Wirtschafts- und Wahrungsunion’
(2021) 74 Neue Juristische Woschenschrift 1650, 1655. Member states have an obligation to report on
the progress in implementing the RRPs, with the possibility of payments being halted if milestones and
targets indicated in the RRP are not met; ¢f Art 24 RRF Regulation.

23 Rather, ‘the general objective of the Facility shall be to promote the Union’s economic, social
and territorial cohesion by improving the resilience, crisis preparedness, adjustment capacity and
growth potential of the member states, by mitigating the social and economic impact of that crisis, in
particular on women, by contributing to the implementation of the European Pillar of Social Rights, by
supporting the green transition, by contributing to the achievement of the Union’s 2030 climate
targets ... and by complying with the objective of EU climate neutrality by 2050 and of the digital
transition, thereby contributing to the upward economic and social convergence, restoring and
promoting sustainable growth and the integration of the economies of the Union, fostering high
quality employment creation, and contributing to the strategic autonomy of the Union alongside an
open economy and generating European added value’ (Art 4(1) RRF Regulation).

24 ¢f Leino-Sandberg and Ruffert, ‘Next Generation EU and Its Constitutional Ramifications” 450.

%5 ¢f Eurostat, ‘Guidance note on the statistical recording of the recovery and resilience facility’
(Directorate D — Government Finance Statistics (GFS), Methodological note, September 2021) https://
ec.europa.eu/eurostat/documents/10186/10693286/GFS-guidance-note-statistical-recording-
recovery-resilience-facility.pdf/4117dec2-7840-a80d-7cb8-6d4f48c90a5a?t=1633505104650.


https://ec.europa.eu/eurostat/documents/10186/10693286/GFS-guidance-note-statistical-recording-recovery-resilience-facility.pdf/4117dec2-7840-a80d-7cb8-6d4f48c90a5a?t=1633505104650
https://ec.europa.eu/eurostat/documents/10186/10693286/GFS-guidance-note-statistical-recording-recovery-resilience-facility.pdf/4117dec2-7840-a80d-7cb8-6d4f48c90a5a?t=1633505104650
https://ec.europa.eu/eurostat/documents/10186/10693286/GFS-guidance-note-statistical-recording-recovery-resilience-facility.pdf/4117dec2-7840-a80d-7cb8-6d4f48c90a5a?t=1633505104650
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large variety of national measures in nearly all policy areas,? the RRF Regulation
also pushes the limits of its legal basis, the cohesion policy flexibility clause of
Article 175(3) TFEU.?

NGEU’s ‘innovative’ design is particularly evident on the financing side,
prompting Paivi Leino-Sandberg and Matthias Ruffert to stipulate that, with NGEU,
‘the foundations of financing the European Union have been overturned’?® The
money for NGEU’s measures is EU money, more specifically, money borrowed by
the Commission on behalf of the EU?’ and then channelled to the member states, in
particular as grants and loans under the RRE. The empowerment to incur such high
amounts of debt was included in the new ORD?? and is therein limited to ‘the sole
purpose of addressing the consequences of the COVID-19 crisis through the
Council Regulation establishing a European Union Recovery Instrument and the
sectoral legislation referred to therein. Even if the ORD repeatedly stresses that
this empowerment and the corresponding increase of the own resources ceilings
is ‘extraordinary and temporary), the repayment of the funds borrowed is foreseen
only from 2028 up until 2058 and with yet rather unspecified means.?! Although
the Union budget is primarily liable,*? without future far-reaching changes to the

26 ¢f the ‘six pillars’ under Art 3 RRF Regulation, for which financial support is granted: green
transition, digital transformation, smart, sustainable and inclusive growth, social and territorial
cohesion, health, and economic, social and institutional resilience, as well as policies for the next
generation, children and the youth. According to the REPowerEU proposal, a significant proportion of
the funds may be redistributed to contribute to energy autonomy.

27With this broad understanding of cohesion policy, virtually any distributive Union measure could
be defined as ‘leading to the strengthening of its economic, social and territorial cohesion’ in the sense
of Art 174 (1) TFEU; ¢f Leino-Sandberg and Ruffert, ‘Next Generation EU and Its Constitutional
Ramifications’ 449 f.

281 eino-Sandberg and Ruffert, ‘Next Generation EU and Its Constitutional Ramifications’ 433.

2 The funds are organised in a common funding pool for all NGEU programmes. According to
the funding strategy of the Commission, it will borrow roughly €150 billion per year until 2026 at the
latest. 30% of NGEU funds (amounting to up to €250 billion in current prices) shall be raised via green
bonds according to the NGEU Green Bond Framework (Commission, ‘Next Generation EU - Green
Bond Framework (Commission staff working document)” SWD (2021) 242 final). ¢f in particular,
Commission, ‘Communication to the European parliament and the council on a new funding strategy
to finance NextGenerationEU” COM (2021) 250 final; Commission Decision (EU) on the establishment
of the primary dealer network and the definition of eligibility criteria for lead and co-lead mandates
for syndicated transactions for the purposes of the borrowing activities by the Commission on behalf
of the Union and of the European Atomic Energy Community C(2021) 2500 final; and Commission
Decision on specific internal rules on the implementation of borrowing, debt management and lend-
ing operations and of the primary dealer network established by Commission Decision C (2021) 2500,
C(2021) 2501; as well as Commission implementing decision establishing the necessary arrangements
for the administration of the borrowing operations under Council Decision (EU, Euratom) 2020/2053
and for the lending operations related to loans granted in accordance with Article 15 of Regulation (EU)
2021/241 of the European Parliament and of the Council, C (2021) 2502; and Commission Implementing
Decision (EU) 2021/1095 establishing the methodology for allocating costs related to borrowing and
debt management operations under NextGenerationEU [2021] OJ L236/75; cf also the new Art 220a
of the Financial Regulation (EU, Euratom) 2018/1046, as introduced by Regulation (EU, Euratom)
2022/2434 [2022] OJ L319/1, on the diversified funding strategy as a general borrowing method.

30 Art 5 ORD.

3LArt 5(2) ORD.

32See again Art 5(2) ORD. Since the Union uses own resources to pay back the money when the
borrowing has reached maturity, it depends on the system and structure of own resources from
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own resources system, which require unanimity and approval by member states,
repayment will arguably have to be financed primarily by the member states
(in particular: by way of the GNI-based contributions).>* NGEU thus creates
long-term liabilities for the member states, which may also be enforced by the
Union.**

Compatibility of this legal set-up with EU financial provisions and the rules
on own resources is, indeed, rather questionable. Article 310(1)(3) TFEU stipu-
lates that revenue and expenditure shown in the budget shall be in balance, a
rule which is generally understood and also defined in the Financial Regulation
(FR)* in such a way as to preclude borrowing to finance current or operating
expenses.’* NGEU’s otherwise obvious tension with this principle of budgetary
balance is defused by treating the loans under the RRE, in line with established
practice for back-to-back-lending operations, not as expenditure but as budget-
neutral financial transactions® and by providing that the money used for grants

2028 onwards where the money for repayment comes from. ¢f also Eurostat, ‘Guidance note on the
statistical recording’ para 42.

33 ¢f Schorkopf, ‘Auf dem Weg zur Fiskalunion’ 3087 para 20. ¢f Case C-163/06 P Finland v Commission
ECLL:EU:C:2007:371, paras 30-32 and 35, according to which the obligation for member states to make
available own resources to the Union is founded directly on the own resources framework without
requiring any additional act.

34 Repayment is fully integrated into the system of own resources and based on conventional
budgetary mechanisms; see Council Legal Service, Opinion, Council Doc 9062/20 (Brussels, 24 June 2020)
para 31. Thus, future MFFs will foresee appropriations and revenue from own resources will be
allocated up-front. The Council Legal Service however, sees the ORD as creating a ‘claim against the
Member States, resulting in an ‘irrevocable, definitive and enforceable guarantee of payment’ (Council
Legal Service, Opinion, Council Doc 9062/20 (Brussels, 24 June 2020) para 43). Member states
accordingly also have an obligation under the ORD to make the additional resources available to the
Commission, where the authorised appropriations are not sufficient to meet repayment obligations
(¢f Art 9(4) ORD). While earlier drafts included a reference to Art 14 of the Making Available Regulation
(Council Regulation (EU, Euratom) No 609/2014 on the methods and procedure for making available
the traditional, VAT and GNI-based own resources and on the measures to meet cash requirements
(Recast) [2014] O] L168/39), according to which division among the member states in proportion to
the estimated revenue from each of them was only foreseen ‘as far as possible; this obligation is always
only a pro rata obligation. The Council Legal Service suggested making it clear in the ORD that a
member state’s liability is limited in any event by the amount it has committed to transfer. See Council
Legal Service, Opinion, Council Doc 9062/20 (Brussels, 24 June 2020) paras 107-113.

3 Regulation (EU, Euratom) 2018/1046 of the European Parliament and of the Council on the
financial rules applicable to the general budget of the Union, amending Regulations (EU) No 1296/2013,
(EU) No 1301/2013, (EU) No 1303/2013, (EU) No 1304/2013, (EU) No 1309/2013, (EU) No 1316/2013,
(EU) No 223/2014, (EU) No 283/2014, and Decision No 541/2014/EU and repealing Regulation
(EU, Euratom) No 966/2012 [2018] OJ L193/1, Art 17 (2): “The Union and the Union bodies referred
to in Articles 70 and 71 shall not raise loans within the framework of the budget’ This is defined as
the ‘principle of equilibrium’

36 Council Legal Service, Opinion, Council Doc 9062/20 (Brussels, 24 June 2020) para 21 f wit. ¢f also
Piivi Leino-Sandberg, ‘Who is ultra vires now? The EU’s legal U-turn in interpreting Article 310 TFEU’
(Verfassungsblog, 18 June 2020) https://verfassungsblog.de/who-is-ultra-vires-now-the-eus-legal-u-
turn-in-interpreting-article-310-tfeu.

37'The institutions consider that such operations of ‘back-to-back-lending’ are compatible with the
Treaties, as they constitute ‘neutral, off-budget operations’ and create only ‘contingent liabilities, ie
liabilities which will only materialize in case of default on the loan, see Council Legal Service, Opinion,
Council Doc 9062/20 (Brussels, 24 June 2020) para 24, 28. cf also Leino-Sandberg and Ruffert,


https://verfassungsblog.de/who-is-ultra-vires-now-the-eus-legal-u-turn-in-interpreting-article-310-tfeu
https://verfassungsblog.de/who-is-ultra-vires-now-the-eus-legal-u-turn-in-interpreting-article-310-tfeu
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shall constitute external assigned revenue to the Union programmes.®® This means
itis not included in the budget, not voted upon in the annual budgetary procedure,
not counted against the ceilings of the MFF, and last but not least, not an own
resource but ‘other revenue’ as mentioned in Article 311(2) TFEU.*»

The price for this ploy is a tension with the principles of unity and universality
of the budget. Article 310(1) TFEU requires that ‘[a]ll items of revenue and
expenditure of the Union shall be included in estimates to be drawn up for
each financial year and shall be shown in the budget, thus limiting off-budget
operations.*® Universality means that all revenue shall finance all expenditure
without distinction.*! While the FR exceptionally allows that revenue also be
assigned to specific items of expenditure,*? such revenue has to be additional or
complementary to the appropriations in the budget.** ‘Other revenue’ in the sense
of Article 311(2) TFEU may thus not serve as a primary source of financing of the
Union budget.** Borrowing that amounts to several times the general budget and
while formally allocated to a ‘recovery instrument’ can be used for a wide variety
of policy areas - in particular, but not exclusively, environmental, agricultural, and
cohesion policies - is indeed difficult to reconcile with these prerequisites.*’

The same holds true for the adherence to budgetary discipline and neutrality
as stipulated in Article 310(4) TFEU, since the money borrowed will have to be
paid back by the Union eventually. While this is less problematic for loans that are
on-lent to the member states and are, thus, comparable to other forms of back-
to-back-lending, creating only a contingent liability of the Union,* the repayment
of the funds spent on grants is a different story. According to the Council Legal
Service, their budget neutrality and thus, the necessary ‘assurance’ in the sense of
Article 310(4) TFEU? is ensured by member states’ commitment under the ORD,
which creates an ‘irrevocable, definitive and enforceable guarantee of payment that
is given upfront by the Member States’ as an asset counter-balancing the debt.*?

‘Next Generation EU and Its Constitutional Ramifications’ 452, and Eurostat, ‘Guidance note on the
statistical recording), on the treatment of back-to-back lending under ESA 2010.

38 Art 3(1) EURI Regulation. ¢f Art 21 FR.

% Council Legal Service, Opinion, Council Doc 9062/20 (Brussels, 24 June 2020) paras 31, 57.

40¢f also Art 8(1) FR. The idea behind having a single document is to protect the budgetary
prerogatives of the European Parliament and the Council (c¢f Art 14(1) and Art 16(1) TEU as well as
Art 314 TFEU).

4L Art 20 FR.

42 Art 21(5) FR.

3 Council Legal Service, Opinion, Council Doc 9062/20 (Brussels, 24 June 2020) para 59.

4 ¢f the wording of Art 311(2) TFEU, according to which ‘[w]ithout prejudice to other revenue, the
budget shall be financed wholly from own resources’ (emphasis added).

45 See also Schorkopf, ‘Auf dem Weg zur Fiskalunion’ 3088 para 30 and 3089 para 36.

4 ¢f Art 2(15) FR.

47 Art 310(4) TFEU stipulates that ‘the Union shall not adopt any act which is likely to have
appreciable implications for the budget without providing an assurance that the expenditure arising
from such an act is capable of being financed within the limit of the Unions own resources and in
compliance with the multiannual financial framework referred to in Article 312’ (emphasis added).

8 Council Legal Service, Opinion, Council Doc 9062/20 (Brussels, 24 June 2020) paras 43 ff.
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Under Article 311 TFEU, however, amendment of the ORD is in the hands of
the member states and has to be approved in accordance with their respective
constitutional requirements.*® Repayment of the funds borrowed will only start
under the next MFF, making even the scarce provisions thereon in the ORD part
of the leverage in the negotiations®® regarding, inter alia, the introduction of
EU taxes, which is why their irrevocability, definitiveness and enforceability is not
as guaranteed as the Council Legal Service likes to make it sound.”!

2.2. Why and how NGEU's Size Matters for the Legal
Assessment

Against the backdrop of these manifold legal issues, this chapter will now turn to
the question of why and how NGEU’s size matters for its legal assessment. The
terminology introduced by Ronald Dworkin will be used to differentiate between
the importance of NGEU’s unprecedented volume for the interpretation of rules
on the one hand and for legal principles on the other. According to this terminol-
ogy, rules are applicable in an all-or-nothing fashion and, if applicable, dictate
a particular result, while principles, even if clearly applicable to a given case,
only state a reason that argues in one direction, but do not necessitate a particular
decision.*?

2.2.1. Implications of NGEUTs Size for the Interpretation of Rules

Many of the primary law provisions relevant for the assessment of NGEU’s
legality explicitly or implicitly take the size of a measure into account. Size is, thus,
a factor to consider when determining whether the particular rule is applicable and
prompts a particular result. Starting with the last point discussed in Section II, the
provisions on the Union’s own resources, size matters for the relationship between
‘own resources’ and ‘other revenue. When Article 311(2) TFEU stipulates that
‘[wlithout prejudice to other revenue, the budget shall be financed wholly from
own resources, it arguably presupposes that ‘other revenue’ is — also in quantitative
terms - subordinate to the own resources, which otherwise ‘wholly™>* finance the
budget. Size also matters for the safeguarding of budgetary discipline according

49 Art 311 TFEU requires unanimity in the Council and approval by member states in accordance
with their respective constitutional requirements.

S0 ¢f Eurostat, ‘Guidance note on the statistical recording’ para 36: ‘it is common that the own
resources ceilings are raised or reviewed to accommodate the EU budget needs.

51Tt was thus suggested that functionally the debts were pro rata member states’ debts, which were,
however, not included in the government debt quota; see Schorkopf, ‘Auf dem Weg zur Fiskalunion’
3090 para 40.

52 See Ronald Dworkin, Taking Rights Seriously (Cambridge, MA, Harvard University Press, 1977) 22 ff.

53In the French version ‘intégralement’; in German ‘vollstindig’
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to Article 310(4) TFEU, which only requires ‘an assurance’ for acts likely to have
‘appreciable implications for the budget’ Despite there being no further definition
of when implications are ‘appreciable; this arguably means that minor implications
for the budget do not prompt the need for an assurance that the expenditure arising
is capable of being financed within the limit of the Union’s own resources and in
compliance with the MFE.

That size matters is also rather obvious for the prohibition of excessive
government deficits in Article 126 TFEU in combination with Protocol (No 12),
containing the actual ‘reference criteria’ and thus, quantitative limits, for deficit
and debt in relation to GDP.>* Considering that the prohibition of bailouts aims
at ensuring that member states’ public finances remain subject to the logic of the
markets when they enter into debt,> and Article 122 TFEU provides only an
exemption to this rule for cases of difficulties, size also matters, however, for the
compatibility with Article 122 in combination with Article 125 TFEU. It would
thus seem that the bigger the instrument based on Article 122 TFEU, the less likely
it is to comply with Article 125 TFEU, or, put differently, the more likely it is to
diminish the incentive for recipient member states to conduct a sound budgetary
policy.>® On the other hand, it seems that below a certain threshold, there would
not be an appreciable implication on member states’ budgetary policies.

What all of these provisions have in common is that when size matters, it is
relative not absolute size that can be identified as a crucial factor for the legality of a
measure. An instruments size thus matters only in relation to a frame of reference,
which is subject to change over the course of time. Regarding Article 122 in
combination with Article 125 TFEU, it is member states’ yearly budgets that provide
the frame of reference; regarding Article 126 TFEU in combination with Protocol
(No 12), it is member states’ GDP at market prices. As for Article 310(4) TFEU,
the Union budget provides the frame of reference, and for Article 311(2) TFEU
it is the total amount of own resources accrued by the Union. Admittedly, unless
clearly specified in primary law - as is the case for the reference criteria for
government deficit and debt in Protocol (No 12) - it is rather difficult to determine
a specific materiality threshold in relation to the relevant frame of reference. Since
any such threshold is dependent on the particular provision and can arguably
only be determined by approximation, the (Union) legislator has a wide margin
of manoeuvre, in spite of being subject to review by the CJEU. Even when
considering this wide margin of manoeuvre, arguing for NGEU’s legality arguably
requires contortions when interpreting primary law rules — and this is partly owed
to its unprecedented volume.

4These reference criteria are 3% for the ratio of the planned or actual government deficit to GDP
at market prices and 60% for the ratio of government debt to gross domestic product at market prices,
see Protocol (No 12) on the excessive deficit procedure [2008] OJ L115/279, Art 1.

%5 ¢f Pringle v Ireland para 135.

%6 ibid para 136.
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2.2.2. Implications of NGEU' Size on EU Law Principles

Size also matters as a factor for the interpretation of Union law principles, which
provide arguments for or against the compatibility with EU law without mandating
a particular outcome. The natural starting point for this hypothesis is Article 5
of the Treaty on European Union (TEU), containing the principles of conferral,
subsidiarity and proportionality. The principle of conferral, which stipulates that
‘the Union shall act only within the limits of the competences conferred upon
it by the Member States in the Treaties to attain the objectives set out therein,
only requires size to be taken account of when the respective competence used
by the Union does so. As we have seen regarding NGEU, this is the case for both
Article 122 in combination with Article 125 TFEU as well as for Article 310(4)
and Article 311 TFEU. The principles of subsidiarity and proportionality, however,
warrant further consideration. Both are principles governing the exercise of Union
competences.

Subsidiarity means that ‘the Union shall act only if and in so far as the
objectives of the proposed action cannot be sufficiently achieved by the Member
States, ... but can rather, by reason of the scale or effects of the proposed action,
be better achieved at Union level’ Already the wording suggests that the ‘scale ...
of the proposed action’ matters in determining whether an action may be better
achieved at Union level. It seems that in this case, however, larger size does not
mean that member state action is sufficient. On the contrary, the fact that an action
is large scale might even serve as an argument in favour of Union action. With
the Treaty of Lisbon, a scrutiny mechanism was established allowing national
parliaments to file a ‘reasoned opinion’ when they consider the principle of
subsidiarity violated by a draft legislative act.>” Such a reasoned opinion was issued
by the Swedish Riksdag on the draft of the ORD containing the empowerment of
the Union to borrow for spending,®® as it considered the measures too extensive
to achieve the objectives of the proposal, and a clear justification as to why the
borrowing should occur at EU level was missing.>® In its reply, the Commission
indeed used the large size of NGEU as an argument in favour of its compliance
with the principle of subsidiarity.*°

The principle of proportionality, on the other hand, provides arguments
for limiting the size of a measure at Union level. Under this principle, ‘the
content and form of Union action shall not exceed what is necessary to achieve

57 A reasoned opinion cannot prevent the adoption of a legal act. However, if reasoned opinions
represent at least one third of the votes allocated to the national parliaments (there is one vote per
chamber for a bicameral parliamentary system and two votes for a unicameral system), the Commission
must review the draft (so-called ‘yellow card’).

58 Sveriges Riksdag, ‘Subsidiaritetsprévning av kommissionens éndrade forslag till beslut om Europeiska
unionens egna medel” (Finansutskottets utlatande, 2019/20:FiU63, Stockholm, 22 June 2020).

% Commission, ‘Annual Report 2020 on the Application of the Principles of Subsidiarity and
Proportionality and on Relations with National Parliaments’ (Report) COM (2021) 417 final, 12.

0 ibid.
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the objectives of the Treaties. Any Union action is thus limited by its objective,
also in quantitative terms. When such an objective is defined as ‘addressing the
consequences of the COVID-19 crisis), a large-scale distributive programme which
goes beyond alleviating the problems caused by the pandemic becomes hard
to justify. Such an orientation towards what is actually needed, and, therefore,
a limitation for a measure’s size, may also be considered as part of a Union law
principle of solidarity, which the CJEU has recognised as one of the fundamental
principles of EU law.%!

Finally, Union law is based on the principle of member states’ responsibility
for their budgets as well as their fiscal autonomy, a principle which was also
maintained after the establishment of the Economic and Monetary Union (EMU).
This is expressed, for instance, in the obligation to avoid excessive public deficits
or in the prohibition of bail-out, but is generally entailed in the concept of a
Union comprised of ‘Member States,*? with an EMU based on stability.®> Respect
for member states’ national identities and their essential state functions, which
arguably include budgetary powers and decisions on revenue and expenditure, is
also enshrined in Article 4(2) TEU. EU law therefore generally presupposes the
budgetary autonomy of its member states. The scale of payment obligations and/
or transfers of funds to/from member states caused by a measure can call into
question their freedom to generally decide on public revenue and expenditure.
Thus, the principles of budgetary and fiscal autonomy may suggest a limitation to
the size of a measure.

3. The Constitutional Law Perspective

Turning now briefly to the constitutional law perspective, NGEU’s legal set-up

entails a new ORD, which can only ‘enter into force [once] it is approved by the

Member States in accordance with their respective constitutional requirements’®*

According to these constitutional requirements, the approval is generally in the
hands of national parliaments, although in some member states®® the government
is responsible. Depending on the assessment of the substance of the decision,
some member states require a qualified majority. In Finland, the Constitutional

6l ¢f, recently, Case C-157/21 Poland v EP/Council ECLIEU:C:2022:98 para 147 with further
references; Case C-156/21 Hungary v EP/Council ECLI:EU:C:2022:97 para 129.

©In its seminal Maastricht judgment, the German Federal Constitutional Court followed
Paul Kirchhof in describing the then European Community as a compound of member states
(‘Staatenverbund’); see BVerfGE 89, 155 <205>.

63 The German Federal Constitutional Court coined the term ‘Stabilititsgemeinschaft’ (stability
union) to describe the relationship of the member states within EMU; see BVerfGE 89, 155 <205>.
The provisions binding member states in their fiscal and economic policies therein also form the basis
for the credibility of the common currency.

64 Art 311(3) TFEU.

% Namely SLO, SK, MT, LV, CY, IE, CZ.
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Law Committee concluded that NGEU’s approval required a qualified majority,
arguing essentially that it would change the nature of the Union and the relationship
between the EU and its member states, affecting not only the overall control of
risks but also Finnish budgetary sovereignty.®® Although this view was not shared
by the Austrian parliament itself, I believe that as the Federal Constitutional Law
requires a two-thirds majority whenever an ORD introduces ‘new categories of own
resources of the European Union’® there would have been ample reason to argue
for a two-thirds majority also in the Austrian national assembly.%® In Germany,
the Federal Constitutional Court rejected a preliminary injunction against the
ratification of NGEU,*® paving the way for its entry into force in June last year,
after all member states notified approval. However, the Court will still have to issue
its final decision on NGEU’s constitutionality, in particular its compliance with the
integration barriers of Article 79(3) in combination with Article 20 of the Basic
Law (GG).”°

Without being able to go into detail here, size may matter from a constitutional
law perspective for the assessment of which parliamentary procedure has to be
used for the approval of the ORD, but also generally for the constitutional assess-
ment of the expenditure side of NGEU. Several member states assert constitutional
barriers for European integration as protection of their national identities or
against acts that are ultra vires. While the CJEU considers that EU law will take
primacy even before structural principles of national constitutional law,”! in order
to achieve such an effect, member states argue, their legal systems must have
opened up to EU law accordingly. The basis for the application of Union law, thus,
lies in national constitutional law. Consequently, by monitoring the inviolability
of those national constitutional principles, which are constitutive for democracy
and the rule of law, national constitutional courts legitimately act as guardians
of these principles in the respective member states.”> National constitutional
courts are, admittedly, rather reluctant to use these instruments, given the open
opposition otherwise created towards the CJEU. However, budgetary prerogatives
and, in particular, the overall budgetary responsibility of (a federal) parliament

®See further Piivi Leino-Sandberg, ‘Between European Commitment and “Taking the Law
Seriously”: The EU Own Resources Decision in Finland’ (Verfassungsblog, 29 April 2021), https://
verfassungsblog.de/between-european-commitment-and-taking-the-law-seriously.

67 Art 23i(3) Federal Constitutional Law (B-VG).

%8 Claudia Wutscher, Budgethoheit (forthcoming 2024).

8BVerfGE 157, 332 (English language version available at www.bundesverfassungsgericht.de/
SharedDocs/Entscheidungen/EN/2021/04/rs20210415_2bvr054721en.html).

70For an overview of the topics addressed during the oral hearing see Ruth Weber, ‘Karlsruher
Tirsteher: Das Bundesverfassungsgericht verhandelt das Eigenmittelbeschluss-Ratifizierungsgesetz’
(Verfassungsblog, 29 July 2022), https://verfassungsblog.de/karlsruher-tursteher/.

71See Case 11/70 Internationale Handelsgesellschaft v Einfuhr- und Vorratsstelle ECLIEU:C:1970:
114, para 3.

72 ¢f Jiirgen Habermas, ‘Die Krise der Européischen Union im Lichte einer Konstitutionalisierung des
Volkerrechts’ in Claudio Franzius, Franz C Mayer and Jiirgen Neyer (eds), Grenzen der europdischen
Integration: Herausforderungen fiir Recht und Politik (Baden-Baden, Nomos, 2014) 61-92, 75.


https://verfassungsblog.de/between-european-commitment-and-taking-the-law-seriously
https://verfassungsblog.de/between-european-commitment-and-taking-the-law-seriously
http://www.bverfg.de/e/rs20210415_2bvr054721en.html
http://www.bverfg.de/e/rs20210415_2bvr054721en.html
https://verfassungsblog.de/karlsruher-tursteher/
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are among the areas where such a verdict is conceivable, as famously advanced by
the German Federal Constitutional Court.”® This is also, though not exclusively,
because ‘sovereign statehood is ... not possible without sufficient and secure
financial resources”’* The conclusion reached in section 2.2, namely that member
states’ budgetary autonomy entails quantitative limitations for Union action, is,
consequently, also relevant from a constitutional law perspective.

Without budgetary autonomy, it would seem, no effective and independent
state power can come into being, because the exercise of any state power requires
the authority to decide on the procurement and allocation of the resources required
for this purpose. Budgetary autonomy may thus be qualified as a necessary, though
not sufficient, condition of statehood.” This is relevant under EU law as well, as
the Treaties presuppose the existence of member states, which arguably (and not
only for a possible application of the excessive deficit procedure, but also for the
term ‘member state’ to make sense) must be states responsible for their public
finances. If the fulfilment of any government task requires financial resources, it
also becomes clear why budgetary autonomy can also be understood as a financial
manifestation of the constitutional principle of democracy recognised in many
member states.” Democratic self-determination in the understanding of modern
constitutional states thus requires budgetary autonomy, both in the material
sense of being able to dispose of public revenue and expenditure, as well as in the
formal sense of an elected parliamentary authority periodically deciding on a
comprehensive budget.

However, the threshold is rather high. NGEU requires member states to
request grants and loans for concrete reforms and investments, leaving it in
member states’ hands to decide whether and for what projects or measures they
request funds from the recovery instrument. Moreover, transfers to individual
member states amount to a lower single-digit percentage range in relation to the
particular member states’ GDP. Both factors suggest that member states’ budget-
ary autonomy is not yet at risk from NGEU in its current form.”” This conclusion
would be different, however, if a significant part of member states’ budgets were
to be transferred to and then distributed at EU level, especially if done without
further involvement of national parliaments as to what the funds are ultimately
used for. Such significance is once again determined in relation to member states’
total budgets as a frame of reference.

73 cf eg BVerfGE 123, 267 <359>; and BVerfGE 129, 124 <177>.

74 Michael Schaper and Michael Philipp, ‘Wihrungsstabilitdt und Staatsfinanzen bei Jean Bodin’
in Michael Philipp (ed), Debatten um die Souverdnitit (Baden-Baden, Nomos, 2016) 99-122, 99.

751 have first advanced and elaborated this argument further in Claudia Wutscher, ‘Budgethoheit
als konstitutives Element der Staatlichkeit?” in Lisa Heschl et al (eds) L'Etat’ cest quoi? Staatsgewalt im
Wandel (Baden-Baden, Nomos, 2015) 175-92, 175.

76 cfeg Christian Waldhoff, ‘Finanzautonomie und Finanzverflechtung in gestuften Rechtsordnungen’
in Vereinigung der Deutschen Staatsrechtslehrer, Bundesstaat und Europdische Union zwischen Konflikt
und Kooperation (Berlin, VVDStRL 66, 2007) 216-76, 238.

77 ¢f Schorkopf, ‘Auf dem Weg zur Fiskalunion’ 3089 f para 31 f, para 42.
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4. Concluding Remarks

In conclusion, NGEU’s design is indeed innovative, but its compliance with
primary law is questionable. This concerns, in particular, the compatibility of
the EURI Regulation with Articles 122 and 125 TFEU as well as the compatibility
of the empowerment in the ORD to borrow on the markets with Articles 310
and 311 TFEU. It was argued that when assessing such compliance, size, not in
absolute terms but in relation to a specific frame of reference, is a crucial factor for
determining the legality of NGEU. Size has to be taken into account in the inter-
pretation of concrete rules, such as the provisions just mentioned, as well as in the
application of EU law principles such as subsidiarity, proportionality and member
states’ budgetary autonomy. Size also matters from the constitutional perspec-
tive, both for the assessment of the relevant procedure for approval of the ORD
as well as for determining whether member states’ constitutional prerogatives are
respected. In particular, these prerogatives also entail budgetary autonomy as the
financial manifestation of democratic self-determination.
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The Solidarity Framework
Towards a New Pillar of the EMU?

FRANCESCO MARTUCCI

“This is European solidarity in action, said Ursula von der Leyen in her speech
about the State of the Union.! The President of the European Commission was
not only talking about solidarity with Ukraine, but also about budgetary matters,
energy, migration, etc.

According to the European Court of Justice (ECJ]) the principle of solidarity
is indeed ‘one of the fundamental principles of EU law’? Several provisions of the
Treaties refer to the principle of solidarity.

As regards the EU Treaty, in the preamble thereto, the Member States declare that, by
establishing the European Union, they intend ‘to deepen the solidarity between their
peoples. Solidarity is also mentioned in Article 2 TEU, as one of the characteristics
of a society founded on the values common to the Member States, and in the third
subparagraph of Article 3(3) TEU, according to which the European Union is to
promote, inter alia, solidarity among Member States.?

The solidarity principle is not absent from the Economic and Monetary Union
(EMU).* In accordance with Article 122(1) of the Treaty on the Functioning of
the European Union (TFEU), the Council ‘may decide, in a spirit of solidarity
between Member States, upon the measures appropriate to the economic situation’
However, this legal basis had not been used within the EMU until the sovereign

! Ursula von der Leyen, State of the Union Address 2022 (European Commission) 11, https://state-
of-the-union.ec.europa.eu/system/files/2022-09/SOTEU_2022_Address_EN.pdf.

2Case C-848/19 P Germany v Poland ECLI:EU:C:2021:598, para 38. See Christian Tomuschat,
‘Solidaritat in Europa’ in Francesco Capotorti, Claus-Dieter Ehlermann and Jochen Frowein (eds),
Du droit international au droit de Uintégration: liber amicorum Pierre Pescatore (Baden-Baden, Nomos
Verlag, 1987) 729-57. See also Ramona Coman, Louise Fromont and Anne Weyembergh (eds),
Les solidarités européennes: Entre enjeux, tensions et reconfigurations (Bruylant, Bruxelles, 2019).

3 Case C-848/19 P Germany v Poland ECLI:EU:C:2021:598, para 39.

4See Fabian Amtenbrink, Christoph Herrmann and René Repasi (eds), The EU Law of Economic
and Monetary Union (Oxford, Oxford University Press, 2020). Jean-Victor Louis, L'Union européenne
et sa monnaie (Bruxelles, Editions de 'ULB, 2010).
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debt crisis. The reason for this is that the EMU was grounded on the following
disciplinary paradigm: as the single currency, the euro was supposed to guarantee
the prosperity of the eurozone through the two principles of price stability and
fiscal discipline. The Treaty of Maastricht was based on the premise that member
states whose currency is the euro would not need any financial assistance. But the
financial crisis and the sovereign debt crisis showed the limits of this disciplinary
paradigm. The mechanisms put in place to remedy the sovereign debt crisis,
however, were based on a logic of conditionality in line with the paradigm of
discipline.

The real change came with the Covid-19 crisis. Real solidarity mechanisms
based on debt mutualisation have emerged since. As the Advocate General Campos
Sanchez-Bordona said:

The adoption at the European Council of 10 and 11 December 2020 of the Multiannual
Financial Framework 2021-2027 and the European Union Recovery Facility
(Next Generation EU) is arguably the biggest step forward in terms of solidarity which
the European Union has taken in its history. For the first time, the European Union is
going to borrow by raising money on the capital markets in order to finance, through
large-scale grants and loans, the economic recovery of the Member States, depending
on how badly they have been affected by COVID-19.

Insofar as the regulation establishing the Recovery and Resilience Facility (RFF)
is based on Article 122 TFEU,® NextGenerationEU (NGEU) is an integral part of
the EMU. Did the Covid-19 pandemic promote a new framework of the EMU?
After decades of discipline, the time of solidarity finally came.” At least, this is what
the introduction of new mechanisms to overcome crises suggests. This chapter
aims to show the progress of solidarity in the EMU and argues that the framework
of discipline has been complemented by that of solidarity.

1. Fiscal Discipline

Since the introduction of the single currency, the Economic Union has relied on
a discipline framework organised by the Treaties. While monetary policy is an
exclusive competence of the EU, economic and fiscal policies remain national

>Case C-848/19 P Germany v Poland ECLLI:EU:C:2021:598 Opinion of AG Campos Sanchez-
Bordona, fn 44.

®Regulation (EU) 2021/241 of the European Parliament and of the Council establishing the
Recovery and Resilience Facility [2012] O] L57/17.

7On solidarity before the Covid-19 crisis, see Christian Calliess, ‘Perspektiven des Euro zwischen
Solidaritat und Recht - Eine rechtliche Analyse der Griechenlandhilfe und des Rettungsschirms’ (2011)
14 Zeitschrift fiir europarechtliche Studien 213. Jean-Victor Louis, ‘Solidarité budgétaire et financiére
dans 'Union européenne’ in Chahira Boutayeb (ed), La solidarité dans 'Union européenne: Eléments
constitutionnels et matériels (Paris, Dalloz, 2011) 107-24. Francesco Martucci, ‘Stabilité et solidarité
dans la zone euro’ in Estelle Brosset, Rostane Mehdi and Nathalie Rubio (eds), Solidarité et droit de
I'Union européenne: Un principe a [épreuve (Aix-en-Provence, DICE Editions, 2021) 137-50.
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competences. Therefore, since the Treaty of Maastricht, member states have
implemented their fiscal and economy policies in the legal framework enshrined
in the primary law and established by the secondary law. The so-called ‘discipline
framework’ refers to the fiscal rules applied to the member states.

On the one hand, the market discipline of fiscal policies relies on three
provisions. Article 123 TFEU prohibits monetary financing, ie the European
Central Bank (ECB) and the national central banks (NCB) may not grant overdraft
facilities or any other type of credit facility to the member states. Therefore,
member states are to ensure their capacity to finance themselves on the financial
markets. According to Article 124 TFEU, any measure establishing privileged
access by member states to financial institutions shall be prohibited. Article 125
TFEU enshrines the no-bail-out clause: neither the Union nor the member states
shall be liable for or assume the commitments of another member state. These
three provisions enable financial discipline by the market. Member states ensure
sustainability of public finances in order to borrow on the financial markets at
convenient conditions. Financial operators are to apply the risk premium to
member states whose public finances are not sound. Thus, the spread rises when
the state is in financial difficulties. Greece’s crisis is the most remarkable example
of such a situation. When in 2009 the Greek government published the real
situation of its public finances, the spread increased.

On the other hand, Article 126 TFEU prohibits the member states from having
an excessive deficit. The compliance with budgetary discipline is examined on the
basis of two criteria. The ratio of the public debt to gross domestic product shall
not exceed the reference value of 60 per cent while the ratio of the public deficit
to gross domestic product shall not exceed the reference value of 3 per cent. On
the basis of Articles 121 and 126 TFEU, the EU legislator adopted the Stability
Growth Pact (SGP) in order to enforce these fiscal rules. The SGP relies on three
pillars: preventive, corrective and repressive. The member states shall prevent the
occurrence of an excessive deficit by respecting the medium-term objective for the
budgetary position of close to balance or in surplus. When the Council decides
that an excessive deficit exists, the procedure becomes corrective. If a member
state fails to comply with this decision taken, the Council may decide to apply
financial sanctions. Up until now, no sanctions have been decided by the Council.®
Fiscal discipline is, rather, based on the assessment that the Commission and the
Council exert pressure on member states, the extent of which depends on